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FOREWORD

The texts of the Uniform Certified Public Accountant Examinations, prepared by the Board
of Examiners of the American Institute of Certified Public Accountants and adopted by the
examining boards of all states, territories, and the District of Columbia, are periodically pub
lished in book form. Unofficial answers to these examinations appear twice a year as a supple
ment to The Journal o f Accountancy. These books have been used in accounting courses in
schools throughout the country and have proved valuable to students and candidates for the
CPA certificate.
Responding to a continuing demand, we now present a book of unofficial answers covering the
period from May 1972 to November 1973. The questions of this period appear in a separate
volume which is being published simultaneously. While the answers are in no sense official, each
has been reviewed by the Board of Examiners and the senior members of the Advisory
Grading Service. Finally, they represent the considered opinion of the staff of the Examina
tions Division.
It is hoped that this volume will prove of major assistance to candidates and those who aid
candidates in preparing to enter the accounting profession.

Guy W. Trump, Vice President-Education and Regulation
American Institute of Certified Public Accountants

June 1974
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Accounting Practice— Part I
May 10, 1972; 1:30 to 6:00

p .m .

Answer 1
1.
2.
3.
4.
5.
6.

b
b
e
b
c
c

7.
8.
9.
10.
11.
12.

c
d
e
a
e
d

13.
14.
15.
16.
17.
18.

b
a
c
c
d
a

Examination Answers — May 1972

Answer 2
a.
Clark Engineering, Inc.
CALCULATION OF TIMING DIFFERENCES
AND DEFERRED TAXES ON ACCELERATED
VS. STRAIGHT-LINE (BOOK) DEPRECIATION
For 1970 and 1971
Tax
Rate

1970 timing differences:
Tax depreciation in
excess of book:
1970 assets in
1970

50%

Balance December 31, 1970
1971 timing differences:
Tax depreciation in
excess of book:
1970 assets in
1971
40
1971 assets in
1971
40
40

Clark Engineering, Inc.
CALCULATION OF TIMING DIFFERENCE
AND DEFERRED TAX ON DEFERRED
SALES COMMISSIONS
For 1971
Tax
Rate

Deferred
Tax
Dr. (Cr.)

Depre
ciation

1971 timing difference
Commissions received
in advance—not
earned, but taxable 40%
Net 1971 timing difference
and balance of deferred
taxes at December 31,
1971

$38,000 $(19,000)
(19,000)

$10,000

$ 4,000

$ 4,000

Clark Engineering, Inc.
SUMMARY OF TIMING DIFFERENCES
AND EFFECT ON INCOME TAX EXPENSE
For 1970 and 1971

$25,700

Allowance
for
D oubtful
Receivables

58,000
$83,700 $(33,500)

Balance December 31, 1971

Am ount

D eferred
Tax
Dr. (Cr.)

$(52,500)

Timing dif
ferences:
1970
1971

$900
300

D eferred
Sales
C om m is
sions

Depre
ciation

Tax
Expense

$(4,000)

$19,000
33,500

$19,900
29,800

Clark Engineering, Inc.
CALCULATION OF DEFERRED TAXES
TO APPEAR ON THE BALANCE SHEET
December 31, 1970 and 1971
Deferred
Tax
Dr. (Cr.)

Clark Engineering, Inc.
CALCULATION OF TIMING DIFFERENCES
AND DEFERRED TAXES ON ALLOWANCE
FOR DOUBTFUL RECEIVABLES
For 1970 and 1971
Tax
Rate

Balance December 31, 1969 60%
1970 timing differences:
1970 provision
50
1970 write-offs:
1969 and prior
60
1970 net timing differences
Balance December 3 1 , 1970
1971 timing differences:
1971 provision
40
1971 write-offs:
1969 and prior
60
50
1970
Net turn-around
1971 net timing differences
Balance December 31, 1971

Deferred
Allowance
Tax
fo r D oubtful
Receivables Dr. (Cr.)

$62,000

$37,200

33,000

16,500

(29,000)
4,000
66,000

(17,400)
(900)
36,300

38,000

15,200

(19,800)
(7,200)
(27,000)
11,000
$77,000

(11,900)
(3,600)
(15,500)
(300)
$36,000

December 31, 1970
Balance re-allowance for doubtful
receivables
Balance re-depreciation
Balance December 31, 1970

$ 36,300
(19,000)
$ 17,300

December 31, 1971
Balance re-allowance for doubtful
receivables
Balance re-advance sales commissions
Balance re-depreciation
Balance December 31, 1971

$ 36,000
4,000
(52,500)
$(12,500)

b.
Clark Engineering, Inc.
PARTIAL INCOME STATEMENT
Year E nded December 31
1971
1970

Income before income taxes
Income tax expense:
Current
Deferred
Net income
2

$465,600 $480,400
182,300
236,800
28,100
(24,500)
212,300 210,400
$253,300 $270,000

Accounting Practice — Part I
Answer 3
Johnson and Smith
Certified Public Accountants
TIME ALLOCATION BUDGET
Year Ending June 30, 1973

a.

Total potential hours
Less planned or expected
non-chargeable hours:
Administration
Other miscellaneous
CPA exam
Vacation
Holidays
Illness
Unassigned
Total
Budgeted chargeable hours

Johnson

Sm ith

Vickers

Lowe

Kennedy

Quinn

Lyons

H am m ond

Garcia

2,080

2,080

2,080

2,080

2,080

2,080

2,080

2,080

2,080

719
392
—
173
56
40
—
1,380
700

363
388
—
173
56
—
—
980
1,100

—
308
—
120
56
96
—
580
1,500

—
240
—
80
56
96
8
480
1,600

—
136
24
80
56
96
38
430
1,650

—
106
24
80
56
96
78
440
1,640

—
1,308
—
120
56
96
—

—
748
—
80
56
96
—
980
1,100

—
848
—
80
56
96
—
1,080
1,000

1,580
500

b.
Johnson and Smith
SCHEDULE COMPUTING BILLING RATES BY EMPLOYEE
Year Ending June 30, 1973

Vickers

Budgeted charge
able hours

1,600

Lowe

Kennedy

Quinn

Lyons

Garcia

Total

500

1,150

1,200

9,100

Total salary
$17,500 $12,500 $10,500 $10,500
Adjust for salary
time of secre
taries not ap
plicable to
chargeable time
______ ________
Salaries applica
ble to charge
able time
17,500 12,500 10,500 10,500
Other expenses
to be allocated:
Fringe bene
fits
Operating
expenses
Income con
tribution
Total to be allo
cated
Allocation rela
tionship

$7,800

$6,864

$6,864

$72,528

(5,925)

(3,069)

(2,904)

(11,898)

1,875

3,795

3,960

60,630

Allocation
28,000 20,000 16,800 16,800
Total cost and in
come elements
includable in
billing rates
$45,500 $32,500 $27,300 $27,300
Budgeted billing
rates rounded
to the nearest
dollar
$
28 $
20 $
18 $
19

3,000

1,650

1,550

1,450

H am m ond

Expenses
and
Incom e
Contri
bution

$11,898

15,230
49,380
20,500
97,008

6,072

6,336

97,008

$4,875

$9,867 $10,296 $157,638

$

$

3

10

9 $

9

(97,008)

Examination Answers — May 1972.

c.
Johnson and Smith
BUDGETED INCOME STATEMENT
Year Ending June 30, 1973
Budgeted
Chargeable
Hours

Revenue:
Johnson
Smith
Vickers
Lowe
Kennedy
Quinn
Lyons
Hammond
Garcia
Total revenue

700
1,100
1,600
1,650
1,550
1,450
500
1,150
1,200

Budgeted
Hourly
Billing
Rate

$45
40
32
25
15
17
5
7
7

Gross
Fee

Total revenue (forward)

$234,800

Expense of producing revenue:
Salaries:
Partners
Professional staff
Secretaries

$ 31,500
44,000
51,200
41,250
23,250
24,650
2,500
8,050
8,400
$234,800

$ 42,000
51,000
21,528
114,528
15,230

Fringe benefits
Gross profit
Other operating expenses
Budgeted net income

Answer 4
Williard, Inc. and Subsidiary
WORKSHEET TO PREPARE CONSOLIDATED BALANCE SHEET
December 31, 1971
C o n s o lid a te d

A d ju stm e n ts and
W illia rd ,

Thorne

In c .

C o rp o ra tio n

E lim in a tio n s

B alan ce S h eet

C r e d it

D eb it

D eb it

C r e d it

D e b its
Cash

$

$

1 9 0 ,0 0 0

1 3 0 ,0 0 0

$ 6 0 ,0 0 0

1 6 0 ,0 0 0

7 5 ,0 0 0

(9 )$ 1 9 ,0 0 0

2 1 6 ,0 0 0

1 5 ,0 0 0

1 2 ,2 0 0

(10)

2 ,0 0 0

2 5 ,2 0 0

I n t e r e s t r e c e iv a b l e

2 ,1 0 0

1 ,6 0 0

(6 )

900

2 ,8 0 0

D iv id e n d s r e c e iv a b l e

8 , 8 00

(8)

8 ,8 0 0

(4)

1 3 ,1 0 0

(1 )

3 6 ,0 0 0

A ccounts r e c e i v a b l e
N otes r e c e i v a b l e

3 1 ,2 2 0

9 ,7 0 0

I n v e n t o r ie s

1 8 0 ,0 0 0

9 6 ,0 0 0

P la n t and equipm ent

7 8 1 ,5 0 0

5 1 0 ,0 0 0

In v e s tm e n t in Thorne C o rp o ra tio n s to c k

1+05,600

In v e s tm e n t in Thorne C o rp o ra tio n bonds

3 0 ,5 8 0

Advance t o Thorne C o rp o ra tio n

3 2 ,0 0 0

M a rk e ta b le s e c u r i t i e s

Unamo r t i z e d bond d is c o u n t

40 ,9 2 0
1 ,3 0 2 ,0 0 0

(7)$ 1 0 ,5 0 0
2 3 , 400

(2 )

2 6 2 ,9 0 0

(3) 3 9 3 ,0 0 0
(5) 3 0 ,5 8 0
7 ,5 0 0

$ 1 ,7 7 6 ,8 0 0

$ 7 7 2 ,0 0 0

$

(11)

3 2 ,0 0 0

(5)

1 ,5 0 0

(7 )

350

6 ,0 0 0

C r e d i ts
A llow ance f o r d e p r e c i a t i o n

8 7 ,0 0 0

$ 8 5 ,0 0 0

A cco u n ts p a y a b le
N otes p a y a b le

34 ,5 00
5 ,5 0 0

1 6 ,0 0 0
3 ,8 0 0

D iv id e n d s p a y a b le

2 0 ,0 0 0

I n t e r e s t p a y a b le

1 8 ,0 0 0

O th e r a c c ru e d l i a b i l i t i e s

1 5 ,0 0 0

1 ,2 0 0
(11)

3 2 ,0 0 0

Bonds p a y a b le

40 0 ,0 0 0

1 5 0 ,0 0 0

(5)

3 0 ,0 0 0

5 2 0 ,0 0 0

C a p i ta l s to c k

500,00 0

2 5 0 ,0 0 0

(3) 2 5 0 ,0 0 0

5 0 0,000

1 4 ,0 0 0

2 9 ,0 0 0

(3)

2 9 ,0 0 0

6 8 2 ,8 0 0

1 8 1 ,0 0 0

(1 )

3 6 ,0 0 0

Advance from W i l l i a r d , In c .

C a p i ta l i n e x c e s s o f p a r v a lu e
R e ta in e d e a rn in g s

$

1 9 ,0 0 0
2 ,0 0 0

3 1 ,5 0 0
7 ,3 0 0

1 1 ,0 0 0

(8 )

8 ,8 0 0

2 2 ,2 0 0

1 3 ,0 0 0

(6)

900

3 2 ,0 0 0

3 0 ,1 0 0
1 6 ,2 0 0

(3 ) 1 8 1 ,0 0 0
1 1 ,8 0 0
( 4)
(5)

1 4 ,0 0 0
(2)
(7 )

2 3 , 400
1 0 ,1 5 0

1 ,6 6 4

(12)

313

E x c ess o f c o s t o v e r n e t v a lu e

(3)

M in o r ity i n t e r e s t in s u b s i d i a r y

( 4)

2 5 ,0 0 0
1 ,3 0 0

6 6 6 ,5 7 3

(12)
(3)

313

24 ,687

9 2 ,0 0 0
9 0 ,2 8 4

1+16
$ 1 , 776,800

1 7 2 ,3 5 0

(9)
(10)

$ 7 7 2 ,0 0 0

4

$ 6 6 3,093

$ 6 6 3,093

$ 2 ,0 7 0 ,507

$ 2 ,0 7 0 ,5 0 7

129,758
105,042
49,380
$ 55,662

Accounting Practice — PartI

Williard, Inc. and Subsidiary
ADJUSTMENTS AND ELIMINATIONS
December 31, 1971
(Not Required)
(1)
Retained earnings
Investment in Thorne Corporation stock
To reverse entry incorrectly made.

$ 36,000
$ 36,000

(2)
Investment in Thome Corporation stock
Retained earnings
To record parent’s share of increase in retained earnings of Thorne
Corporation as follows:
10% of 1970 increase of $35,000
10% of net income of $23,000, January 1—June 30, 1971
80% of net income of $33,000, June 30— December 31, 1971
Total
Less: 80% of 1971 dividends of $11,000
Total

23,400
23,400

$ 3,500
2,300
26,400
32,200
8,800
$23,400

(3)
Excess of cost over book value
Capital stock
Capital in excess of par value
Retained earnings
Investment in Thome Corporation stock
Minority interest in subsidiary
To eliminate investment account and record minority interest.

25,000
250,000
29,000
181,000
393,000
92,000

(4)
Retained earnings
Minority interest in subsidiary
Inventories
To eliminate intercompany profit in inventories, computed as
follows:

11,800
1,300
13,100
Williard,
Inc.

Intercompany inventory held
Deduct cost
Intercompany profit

Bonds payable
Minority interest in subsidiary
Retained earnings
Unamortized bond discount
Investment in Thome Corporation bonds
To eliminate intercompany bonds.

$26,000
19,500
$ 6,500

Thorne
Corp.

$22,000
15,400
$ 6,600

(5)
30,000
416
1,664
1,500
30,580

(6)
Interest payable
Interest receivable
To eliminate intercompany interest ($30,000 x .06 x 6/12).
5

900
900

Examination Answers — May 1972

(7)
Plant and equipment
Allowance for depreciation
Retained earnings
To record cost of intercompany fixed assets and correct related
depreciation ($10,500 x .10 x 4/12).

Dividends payable
Dividends receivable
To eliminate intercompany dividends.

10,500
350
10,150

(8)

8,800
8,800

(9)
19,000

Accounts payable
Accounts receivable
To eliminate intercompany receivables/payables.

19,000

(10)
Notes payable
Notes receivable
To eliminate intercompany notes.

Advance from Williard, Inc.
Advance to Thorne Corporation
To eliminate intercompany advances.

2,000
2,000

(11)

32,000
32,000

(12)
Retained earnings
Excess of cost over book value
To amortize the excess of cost over book value ($25,000 x 1/40
x 6/12).
None of the excess is applicable to the December 31, 1969
purchase: 10% ($250,000 + $29,000 + $101,000) =
$38,000.

a
a
a
a
a
c
c
d
c
c

313

Answer 6

Answer 5
19.
20.
21.
22.
23.
24.
25.
26.
27.
28.

313

29.
30.
31.
32.
33.
34.
35.
36.
37.
38.
39.

40.
41.
42.
43.
44.
45.
46.
47.
48.

a
e
e
a
c
a
c
e
c
c
d
6

b
c
d
c
a
d
e
b
c

49.
50.
51.
52.
53.
54.
55.
56.
57.

Accounting Practice— Part II
May 11, 1972; 1:30 to 6:00
Answer 1
1.
2.
3.
4.
5.
6.
7.
8.

9.
10.
11.
12.
13.
14.
15.
16.

c
b
e
e
c
e
d
c

a
b
d
c
d
b
b
a

26.
27.
28.
29.
30.
31.
32.
33.

c
d
d
c
b
b
a
e
a

Deductions:
Counselor salaries

$91,000

Clerical salaries

12,500

Depreciation (10% x
$120,000 x 3/4)
Organization costs
(9/60 x $2,400)

Answer 2
17.
18.
19.
20.
21.
22.
23.
24.
25.

p .m .

a
a
c
e
d
c
e
d

Answer 3

9,000
360

State, local and other
taxes

6,900

Supplies

2,300

Advertising

3,100

Utilities

1,800

Rent

2,700

Insurance

925

Repairs

475

Interest expense

80

Miscellaneous

60

a.

131,200
167,500

DeStefano Corporation
SCHEDULE TO COMPUTE TAXABLE INCOME
For the Nine-Month Period Ended April 30, 1972
Revenues:
Client counseling fees

$293,000

Interest on corporate
bonds

2,200

Dividends ($2,275 +
$325)

2,600

Rental income

Contributions (5%
of $167,500)

159,125
Dividend-received
deduction (85% x
$2,275)
Taxable income

900

2,475
4,200

Short-term capital
loss on SureFire
Corp. stock

(5,500)

Net loss carryforward

(1,300)

Maximum allowable
capital loss for the
period
Taxable gross income

1,934
$157,191

b. 1. For the future, the owners should consider tax
option status, particularly if dividends are to
be a large percentage of earnings. A dividend
of $2 per share is planned on earnings slightly
over $2.40 per share (ignoring investment
credits) after taxes. Distribution of all current
earnings is necessary in Subchapter S situa
tions in order to avoid “locked-in” prior-taxed
income. One of the principal advantages of the
tax option election is the avoidance of double
taxation, first on the corporate earnings and
again on the dividend income paid to the
owners.

Capital gains and losses:
Long-term gains:
Capital gains di
vidends
$ 1,725
Elechue County
bonds

8,375

DeStefano appears to qualify for tax option
election in that it:
a. Is a domestic corporation and is not a mem
ber of an affiliated group.
b. Has only one class of stock outstanding.
c. Does not have more than ten shareholders.

—
298,700

7
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S shell. That is, it would be taxable income
at the shareholder level.

The difficulty in a tax option situation is that
such an election may be involuntarily termi
nated for a number of special reasons which
require careful watching. For example, if over
20% of the Corporation’s gross receipts are
from royalties, rents, dividends, interest, an
nuities and gains from sales or exchanges of
stock or securities (so called “passive invest
ment income”), the election is automatically
terminated.

c. Capital losses cannot be passed through and
can only be used to offset capital gains at
the shareholder level.
d. More planning and control along with super
vision and consultation with tax accounting
advisors in the conduct of the Corporation’s
actions would be necessary under a tax op
tion election if the election is to be pre
served.

During its first year DeStefano’s passive in
vestment income was less than 20% of gross
receipts.

2. The personal holding company concept is used
as a test to see if a corporation’s adjusted gross
income is of such a nature as to bring the cor
poration into the personal holding company
class. Several companies such as small busines
investment companies and life insurance com
panies are exempt from this consideration. The
personal holding company is distinguished by
two broad tests:

Passive investment income:
Interest
Dividends

$

3,950
4,325

Rent

900

Gain

2,475
$11,650

Total revenues

$299,150

Loss

+ 5,500

a. Sixty percent of adjusted ordinary gross in
come of personal holding companies must
consist of dividends, interest, certain royal
ties, annuities, certain rents, personal service
contract income and certain income from
estates and trusts.

304,650
.20

b. If during the period of the last half of the
taxable year, more than 50% of the value
of the outstanding stock is owned by or for
not more than five individuals, the corpora
tion is deemed to be a personal holding
company. (For purposes of determining
the five individuals, the rules of construc
tive stock ownership apply.)

$ 60,930
$60,930 is greater than $11,650; therefore, the
election is not terminated.
In order to best control this 20% limitation,
transactions within the corporation’s own invest
ment accounts could be kept to a minimum with
the emphasis being placed upon maintaining
counseling revenue as the primary source of
income.

The Corporation does not meet the first test.
The second test is met by the Corporation since
five owners, each having 4,000 shares, would
own 20,000 of the total 36,000 shares outstand
ing (clearly more than 50%). But since the
Corporation did not meet the first test, it is
not a personal holding company.

Other factors to be considered are:
a. DeStefano has little leeway as far as the
number of shareholders is concerned. Only
ten shareholders are allowed and there are
already nine.

The Corporation must monitor its income so
that it does not meet the first test. Transactions
within the Corporation’s own investment ac
count should be kept at a minimum.

b. The $1,750 tax-free interest would lose its
identity as it passes through the Subchapter

8
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Answer 4
b.

a.
Archibald Freight Company

Archibald Freight Company

SCHEDULE TO COMPUTE THE
DISCOUNTED PRESENT VALUE OF
TERMINAL FACILITIES AND THE
RELATED OBLIGATION TO THE LESSOR
January 1, 1970

SCHEDULE TO COMPUTE AN
ESTIMATE OF THE DEFICIENCY IN
FEDERAL INCOME TAXES
For 1970
Allowable amortiza
tion of terminal fa
cilities:
$10,000,000 ÷
40 years

Present value of first
10 payments:
Immediate pay
ment
$1,000,000
Present value of
an o rd in a ry
annuity for 9
years at 6%
($1,000,000 x
6.801692)
Present value of last
10 payments:
First payment of
$300,000
Present value of
an o rd in a ry
annuity for 9
years at 6%
($300,000 x
6.801692)
Present value of
last 10 pay
ments at Jan
uary 1, 1980

$ 250,000

Interest expense:
Discounted pres
ent value
$10,000,000
6,801,692

$7,801,692

Less immediate
payment

1,000,000

Unpaid balance
in 1970

9,000,000
540,000

6% interest
300,000

75,000

Property taxes

125,000

Insurance

2,040,508

Total allowable ex
penses

$ 990,000

R e n ta l d e d u c tio n
claimed

$1,200,000

Less allowable
penses

2,340,508

Discount to Jan
uary 1, 1970
($2,340,508 x
.558395)

1,306,928

Discounted p re se n t
value of terminal
facilities and re
lated obligation to
lessor

$9,108,620

9

ex
990,000

Excess d e d u c tio n s
claimed

$ 210,000

Tax deficiency (40%
x $210,000)

$

84,000

Examination Answers — May 1972

c.
Archibald Freight Company
JOURNAL ENTRIES
1972
(1)
Accrued interest payable

$512,400

Leasehold obligation

487,600

Property taxes

75,000

Property insurance

125,000

Cash

$1,200,000

To record lease payment
Capitalized value at January 1, 1970

$10,000,000

Less immediate payment

1,000,000

Leasehold debt outstanding for 1970

9,000,000

Lease payment on January 1, 1971

$1,000,000

Less interest at 6% on $9,000,000

540,000

Principal reduction

460,000

Leasehold debt outstanding for 1971

8,540,000

Lease payment on January 1, 1972

1,000,000

Less interest at 6% on $8,540,000

512,400

Principal reduction

487,600
$8,052,400

Leasehold debt outstanding for 1972

(2)
Amortization of leased properties

250,000
250,000

Buildings leased from others
To record equivalent of annual depreciation
expense on leased assets ($10,000,000 ÷ 40
years).

(3)
Interest on leasehold obligation

483,144
483,144

Accrued interest payable
To record interest accrual at 6% on outstanding
debt of $8,052,400.
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Computation of Cost of Overhead Added
During December

Answer 5
a.
Zeus Company

Fabricating department
overhead

SUMMARY OF EQUIVALENT UNITS OF
POLYPLAST MANUFACTURED
For the Month of December 1971
M aterials
Equiv.
Per
Units
centage

Units

Units completed:
From
begin
ning in
ventory
3,000

Allocation of service department
overhead:
Building maintenance
(75,000/112,500 x
$45,000)

$30,000

Timekeeping and personnel
(180/300 x $27,500)

16,500

Other (½ x $39,000)
33⅓ %

From
current
production
(19,000—
3,000)
16,000 100
Units in
process,
Decem
ber 31

Labor and
Overhead
Equiv.
Per
centage Units

$132,000

1,000

50%

16,000 100

6,000

$198,000

1,500

Zeus Company
Fabricating Department

16,000

75

23,000

UNIT COSTS FOR EQUIVALENT UNITS
MANUFACTURED
For the Month of December 1971

4,500

Materials ($92,000 ÷ 23,000)

22,000

b. 1.
Zeus Company
Fabricating Department
TOTAL COSTS TO BE ACCOUNTED FOR
For the Month of December 1971

154,000

Overhead

198,000

Total costs to be
accounted for

Labor ($154,000 ÷ 22,000)

7

Overhead ($198,000

9

Zeus Company
Fabricating Department
TRANSFERS TO FINISHING DEPARTMENT
AND ENDING WORK IN PROCESS
For the Month of December 1971
Transfers to finishing department:
Units started last month:
Costs last month

$496,000

Materials (1,000 x
Computation of Cost of Materials Added
During December
Miracle Mix:
Beginning inventory
From December 12
purchase

$4)

Labor (1,500 x $7)
Overhead (1,500 x

Units

Unit
Cost

Am ount

62,000

$1.00

$62,000

21,200

1.25

26,500

$52,000
4,000
10,500

$9)

13,500

Units started this month
(16,000 x $20)

$ 80,000
320,000
400,000

83,200
Bypro— from beginning
inventory

22,000)
÷

3.

92,000

Labor

$ 4

$20

$ 52,000

Added during month:
Materials

66,000

2.

6,000 100

In process,
December 1

19,500

50,000

Work in process, December 31
Materials (6,000 x $4)

88,500
.07

3,500

Labor (4,500 x $7)

31,500

Overhead (4,500 x $9)

40,500

Total costs accounted for

$92,000
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24,000
96,000
$496,000
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a.m .

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.

b
a
c
b
c
a
c
d
d

10.
11.
12.
13.
14.
15.
16.
17.
18.

a
b
c
b
d
a
d
a
d

28.
29.
30.
31.
32.
33.
34.
35.
36.

d
a
b
a
d
d
c
c
a

upon the materiality of the account or activity
being examined, the nature of the error and the
reliance placed upon internal control.
b. If the CPA’s sample shows an unacceptable error
rate, he may take the following actions:
1. He may enlarge his sample or select another
sample. If his sample design has been sound,
additional sampling will confirm his original
findings in most cases. But the auditor may
wish to have greater statistical accuracy if the
sample is to be the basis of a recommended
adjustment.

Answer 2
19.
20.
21.
22.
23.
24.
25.
26.
27.

c
b
c
d
a
b
d
b
c

to 12:00 M.

2. He may isolate the type of error and expand
his examination as it relates to the transactions
that give rise to that type of error.
3. He may ask the client to reprocess the data and
prepare an adjusting journal entry and then
make an appropriate review of the client’s work.
In some cases it may be satisfactory to prepare
the adjusting journal entry based upon the audi
tor’s sample—this approach is most applicable
when stratified sampling was used or both the
specified precision and specified reliability were
high.

Answer 3
a. Areas where judgment may be exercised by a CPA
in planning a statistical sampling test include:
1. The sample design—the CPA must define the
population in terms of its size, the characteris
tics of significance to the audit and what con
stitutes an error.

4. If the client refuses to accept or investigate the
auditor’s finding of error, or if it is impracticable
to determine the overall degree of error with
acceptable precision, the CPA should evaluate
the necessity of opinion qualification. This de
termination will depend upon materiality—the
nature of the error and its effects upon finan
cial statement presentation. Based upon the
degree of materiality, the CPA may render an
unqualified, a qualified (“except for”) or ad
verse opinion; a “subject to” opinion is not
justified. The CPA will disclaim an opinion if
his scope is so limited that he cannot form an
opinion on the fairness of presentation of the
financial statements as a whole.

2. Sampling method—the CPA must determine
the type of sampling method to be used (e.g.,
sampling for attributes, discovery sampling,
acceptance sampling) and the most efficient
means of selecting the sample.
3. Selection technique—the CPA must decide
which sampling selection process is to be used
(e.g., stratified sampling, cluster sampling,
systematic sampling).
4. Specified precision (confidence interval)— this
is the range within which the sample statistic
(e.g., error rate) may fall and still be acceptable
to the CPA. It will be based upon the material
ity of the account or activity being examined
and the nature of the error or other character
istic.

c. Techniques for selecting a nonstratified random
sample of accounts-payable vouchers include the
following:
Random Sample. A random sample is a sample
of a given size drawn from a population in a man
ner such that every possible sample of that size is
equally likely to be drawn. Items may be selected
randomly by:

5. Specified reliability (confidence level)—this is
the probability that the sample statistic will fall
within the specified precision limits if the popu
lation error rate is acceptable. It will be based
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2. Incoming shipments of unassembled parts and
supplies should be held in the receiving area
until the end of the day and then inventoried.
3. If possible, the day’s shipments of finished ap
pliances should be taken to the shipping area
before the count. (Unshipped items remaining
in the shipping area should be inventoried at
the end of the day.)
4. Particular care must be exercised over goods
removed from the warehouse itself. These may
be unassembled parts and supplies requisitioned
on an emergency basis or unscheduled ship
ments of finished appliances. Alternative
methods for recording these removals are:
(a) Keep a list of all items removed and indi
cate on the list whether the item had been
counted.
(b) Record the removal on the inventory tag
if the item has been inventoried.
(c) Indicate on the material requisition or the
shipping order that the item had been
inventoried.
In any of these alternatives, a warehouse em
ployee or the perpetual inventory clerk must
adjust the recorded counts.
5. The finished appliances remaining in the ware
house should be inventoried at the end of the
day. Unused parts and supplies in the plant
may be inventoried if material; normally these
will be insignificant and included in work in
process.
6. The warehouse should be instructed to date all
documents as of the day the materials are re
ceived, issued or shipped.

1. Table of Random Numbers. Use one of a num
ber of published tables. Using four columns in
the table, select the first 80 numbers which fall
within the range 1 to 3,200. The starting point
in the table should be selected randomly and
the path to be followed through the table should
be set in advance and followed consistently.
2. Terminal Digits. Select two two-digit numbers
randomly and examine all vouchers ending in
this number. Select one more two-digit number
randomly and examine every other voucher
ending in this number, making the initial selec
tion (from the first hundred or second hundred
vouchers) on a random basis.
3. Random Number Generator. Using a utility
computer program, generate a list of 80 random
numbers.
Systematic Sample. A systematic sample is drawn
by selecting every nth item beginning with a ran
dom start.
1. Every nth Item. Select every 40th voucher
after selecting the initial voucher (from 1 to
40) randomly.
2. Randomly Varying Sample Interval. Select an
initial item randomly and after the selection of
each sample item obtain a random number be
tween 1 and 80 and add it to the number of
the previously selected item to obtain the num
ber of the next item.
3. Every Random nth Item. Select a number from
a random number table between 1 and 40 and
select that item from among the first 40 items.
A second random number between 1 and 40
(plus 40) would be used to select the item within
the second group of 40 items, etc.
Cluster Sample. Instead of drawing individual
sample items, select groups of contiguous sample
items. For example, using a random number table,
select two pages within the voucher register and
review all vouchers on those pages. (A disadvan
tage of this method is that consecutive vouchers
may be for similar expenditures and the sample
may not provide adequate coverage of the range
of expenditures.)

7. The inventory clerk should post the May 31
production and shipment of finished goods to
the inventory record based upon the dates
shown on the plant production report and the
shipping report. This will provide a proper
cutoff because provisions have been made to
adjust all counts for goods manufactured and
shipped on May 31.
8. The listing of inventory differences should be
reviewed by the controller and warehouse
supervisor prior to booking the adjustment.
Abnormal differences should be investigated,
and recounts (with appropriate reconciliation)
should be made where appropriate.

Answer 4
a. The following procedures should be established to
insure that the inventory count includes all items
that should be included and that nothing is counted
twice:
1. All materials should be cleared from the receiv
ing area and stored in the appropriate space
before the count.

b. The following procedures should be followed by
those counting the inventory:
1. The count should be made as quickly and
efficiently as possible. To the extent possible,
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access to the warehouse during the count should
be limited and physical movement of goods
curtailed. Goods should be clearly labeled, and,
if feasible, all like goods should be stored to
gether. Consigned items, if any, and similar
goods that are not to be inventoried should be
segregated.
2. Counters should be grouped into two-man
teams. Each team should consist of one ware
houseman and one accounting department em
ployee. Warehousemen should count the stock
item, and the general accounting employee
should observe and record the count. Particu
lar note should be made of the unit of measure.
3. Each team should be assigned to a specific area
and should systematically count all items within
its area.
4. Inventory tags should be two-part forms. The
inventory takers should insert the item number
and quantity and their initials on both parts
of the form. One part should be securely at
tached to the item. This will enable supervisors
to observe during the count whether all items
are being counted.
5. A general accounting employee should be des
ignated as inventory supervisor. He should
work closely with the warehouse supervisor or
his deputy.
6. The inventory supervisor or one of his assistants
should test some of the counts made by each
team and should investigate any discrepancies
noted. If feasible, the supervisor also should
review the counts for reasonableness, compare
to a recent inventory listing, and arrange for
recounts where appropriate.
7. At the conclusion of the count, the supervisor,
accompanied by the CPA, should tour the
warehouse and determine that all items are
tagged.
8. Inventory tags should be prenumbered, and all
tags should be accounted for.

Answer 5
a. 1. In a qualified opinion, the auditor expresses his
opinion on the statements taken as a whole
while at the same time clearly stating a quali
fication that does not negate his opinion on the
financial statements taken as a whole. In the
case of a piecemeal opinion, the auditor has
concluded that he must either disclaim an
opinion or express an adverse opinion on the
statements taken as a whole; however, he be
lieves the circumstances, including the scope
of his examination, justify his expression of an
opinion limited to certain items with which he
is satisfied in the financial statements. An audi
tor issues a piecemeal opinion only if he be
lieves that it will serve a useful purpose; he
does not issue a piecemeal opinion if the items
with which he is satisfied are insignificant in
the aggregate. Even if the conditions for a
piecemeal opinion are satisfied, there is no
requirement that it be issued.
2. For purposes of reporting on individual finan
cial statement items, the threshold of material
ity is ordinarily lower. Rather than being
measured in relation to the statements as a
whole, the individual items stand alone, thus
affording a smaller base. The auditor therefore
ordinarily should extend his auditing procedures
because of such materiality considerations. In
addition, he must recognize that many financial
statement items are interrelated, e.g., sales and
receivables, inventory and cost of sales, and
fixed assets and depreciation. A piecemeal
opinion can be expressed on specific items only
after the auditor is satisfied that they are not
affected directly or indirectly by reservations or
insufficient evidence with respect to the items
excluded from the piecemeal opinion.
3. A piecemeal opinion must be carefully worded
so that it does not contradict or overshadow
the disclaimer of opinion or adverse opinion
with regard to the financial statements taken
as a whole.

9. Inventory takers should make note of obsolete
or damaged goods. These cases should be in
vestigated by the supervisor and appropriate
action recommended. All other problems re
lating to the inventory taking should be referred
to the inventory supervisor.

b. A piecemeal opinion is not justified under the cir
cumstances cited for the examination of Madison
Company’s financial statements. If the examina
tion is limited by the client to such an extent that
an unqualified or qualified opinion cannot be ex
pressed, a piecemeal opinion generally is prohibited.
Exceptions to this rule are reports used internally
or reports issued pursuant to agreements between
prospective buyers and sellers of a business. Mr.
Goodman has not specified in his report that dis
tribution is restricted in either of these ways.

10. Inventory takers should assure themselves that
apparently solid blocks of goods are, in fact,
full and do not have any empty spaces. They
also should verify the contents of boxes on a
test basis.
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c. Assuming that a piecemeal opinion on Madison’s
financial statements had been justified, the report
prepared by Mr. Goodman contains these deficien
cies:

is able to express some other type of opinion
on the statements.
6. The phrase “present fairly” should be used in
expressing the piecemeal opinion.

1. The scope exception does not indicate the rea
son that the named procedures were omitted.
The fact that the client imposed these restric
tions should appear in the report.

7. The auditor has not adequately identified the
items on which he is able to express an opinion
and has not recognized the interrelated effects
of the scope limitations. The report excludes
only receivables and inventory. The auditor’s
opinion on sales and cost of sales will depend
directly upon receivable and inventory verifica
tion. Other accounts or items that could be
affected by the omitted procedures include:
gross profit, bad debt expense, profit before
taxes, taxes, net profit, accrued income taxes,
retained earnings, stockholders’ equity, accounts
payable and allowance for bad debts. In view
of the extensiveness of receivables and inven
tory taken together, specific identification of
the accounts included in the piecemeal opinion
would seem to be the only effective way of not
overshadowing or contradicting the disclaimer.

2. All important reasons for a disclaimer should
be included. The procedures enumerated are
not the only ones omitted. Mr. Goodman has
not performed his examination in accordance
with generally accepted auditing standards if
he omits such procedures as inventory pricing,
and he should appropriately note such omis
sions.
3. The piecemeal opinion erroneously precedes
the disclaimer. In order to give proper em
phasis, the disclaimer should come first.
4. The phrase “in our opinion” should be used
to express the piecemeal opinion. The report
is phrased as a statement of fact rather than a
professional opinion.

8. In order to emphasize the materiality of un
audited assets, Mr. Goodman should note in
his report that they constitute 60% of total
assets.

5. “Opinion” in the report should not be modified
by other terms. Use of the phrase “independent
accountant’s opinion” could imply that a CPA

Answer 6

Weakness

Recommended Improvement

1. Computer department functions have not been
properly separated. Under existing procedures,
one employee completely controls programming
and operations.

The functions of systems analysis and design, program
ming, machine operation and control should be as
signed to different employees. This also should improve
efficiency since different levels of skill are involved.

2. Records of computer operations have not been
maintained.

In order to properly control usage of the computer, a
usage log should be kept and reconciled with running
times by the supervisor. The system also should pro
vide for preparation of error lists on the console type
writer. These should be removable only by the
supervisor or a control clerk independent of the com
puter operators.

3. Physical control over computer operations is not
adequate. All computer department employees
have access to the computer.

Only operating employees should have access to the
computer room. Programmers’ usage should be limited
to program testing and debugging.

4. System operations have not been adequately docu
mented. No record has been kept of adaptations
made by the programmer or new programs.

The Company should maintain up-to-date system and
program flow charts, record layouts, program listings
and operator instructions. All changes in the system
should be documented.
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Weakness

Recommended Improvement

5. Physical control over tape files and system docu
mentation is not adequate. Materials are un
guarded and readily available in the computer
department. Environmental control may not be
satisfactory.

Programs and tape libraries should be carefully con
trolled in a separate location. Preferably a librarian
who does not have access to the computer should
control these materials and keep a record of usage.
The Company should consult with the computer com
pany about necessary environmental controls.

6. The Company has not made use of programmed
controls. Some of the procedures and controls
used in the tabulating system may be unnecessary
or ineffective in the computerized system.

Programmed controls should be used to supplement
existing manual controls, and an independent review
should be made of manual controls and tabulating
system procedures to determine their applicability.
Examples of computer checks that might be pro
grammed include data validity tests, check digits, limit
and reasonableness tests, sequence checks and error
routines for unmatched items, erroneous data and vio
lations of limits.

7. Insertion of prices on shipping notices by the bill
ing clerk is inefficient and subject to error.

The Company’s price list should be placed on a master
file in the computer and matched with product num
bers on the shipping notices to obtain appropriate
prices.

8. Manual checking of the numerical sequence of
shipping notices also is inefficient.

The computer should be programmed to check the
numerical sequence of shipping notices and list missing
numbers.

9. Control over computer input is not effective. The
computer operator has been given responsibility
for checking agreement of output with the control
tapes. This is not an independent check.

The billing clerk (or another designated control clerk)
should retain the control tapes and check them against
the daily sales register. This independent check should
be supplemented by programming the computer to
check control totals and print error messages where
appropriate.

10. The billing clerk should not maintain accountsreceivable detail records.

If receivable records are to be maintained manually, a
receivable clerk who is independent of billing and cash
collections should be designated. If the records are
updated by the computer department, as recommended
below, there still should be an independent check by
the general accounting department.

11. Accounts-receivable records are maintained manu
ally in an open invoice file.

These records could be maintained more efficiently on
magnetic tape.

12. The billing clerk should not receive or mail
invoices.

Copies of invoices should be forwarded by the com
puter department to the customer (or to the mailroom)
and distributed to other recipients in accordance with
established procedures.

13. Maintaining a chronological file of invoices ap
pears to be unnecessary.

This file’s purpose may be fulfilled by the daily sales
register.

14. Sending duplicate copies of invoices to the ware
house is inefficient.

The computer can be programmed to print a daily list
ing of invoices applicable to individual warehouses.
This will eliminate the sorting of invoices.
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In the Electro-Data situation it has been noted
previously that the Corporation must observe the
CPA’s Code of Professional Ethics in performing
its functions. Mr. Jencks may recommend ElectroData Corporation (suitably renamed) for bookkeep
ing services provided he does not violate the
requirements of the Code of Professional Ethics as
to advertising or solicitation of clients. As in all
cases, he should only recommend these services
when he believes that they will be beneficial to the
client.

Answer 7
Case 1

a. In general there is no objection to a CPA’s partici
pation in a nonprofessional commercial enterprise
providing computerized bookkeeping services if
the participation is purely as an investor and is not
material to the corporation’s net worth. Mr. Jencks’
participation in Electro-Data Corporation violates
these conditions. His 50% ownership is material
to the Corporation. And, even though he is not an
officer and does not participate in day-to-day opera
tions of the firm, he participates in promoting the
Company and may be presumed to influence policy
based upon his stock ownership.

Case 2
a. When Mr. Hanlon discovered the error, he properly
referred it to the responsible Corporation officer.
He also should have recommended proper remedial
action: the filing of an amended 1970 return and
correction of Guild’s financial records. Mr. Hanlon
had no obligation to report the error to the Internal
Revenue Service; in fact, he was prohibited from
doing this by his confidential relationship with his
client.

Providing computerized bookkeeping services is
consistent with the conduct of a public accounting
practice. But if Mr. Jencks wishes to provide these
services in a corporate form, he must form a pro
fessional corporation and operate in accordance
with professional standards and ethics.
b. If the CPA participates in a commercial enterprise
purely as an investor and his participation is not
material to the corporation, the enterprise may
advertise.

b. In view of the controller’s reaction to the error,
Mr. Hanlon should consider discussions with one
or more higher level officers of the Corporation
and should put his recommendations in writing.
He must impress upon the client the seriousness
of this situation and the potential consequences
and urge compliance with the tax law, which re
quires an amended return. He should consider
withdrawal from the engagement if the client is
unwilling to file the amended return.

Mr. Jencks’ participation in Electro-Data Cor
poration goes beyond these limits, and operations
must be conducted in compliance with the CPA’s
Code of Professional Ethics. Two implications of
this requirement are that (1) the name “ElectroData Corporation” may not be used because it is
impersonal and indicates a specialty and (2) the
Corporation may not advertise its services to the
public.

Mr. Hanlon should refuse absolutely to prepare
the 1971 tax return using the erroneous balance
of accumulated undepreciated cost. If he prepares
the return, he must sign the preparer’s declaration
and affirm that the return is true and correct to the
best of his knowledge. The controller’s letter cannot
relieve him of his obligation.

c. If Mr. Jencks were to retain responsibility for the
adequacy of the computerized bookkeeping service,
there would appear to be no problem with transfer
of the accounts to the service company. However,
the nature of his involvement and responsibility
apparently has been substantially changed. Ac
cordingly, it is appropriate that he discuss the
change in service (and his participation in the new
company) with his clients so that they can make
their own evaluations.

Case 3
Two factors that Mr. Browning must consider in
determining whether to accept this engagement are
(1) his competence to undertake the assignment and
(2) the effects of the engagement upon his indepen
dence as Grimm’s auditor.

d. Under ordinary circumstances, recommendation of
a particular bookkeeping service company by a
CPA is a valid service to be rendered to the client
because the CPA frequently is knowledgeable about
the quality of these services. The CPA should base
his recommendations upon the best interests of
the client, should not receive a finder’s fee or simi
lar compensation and should avoid the actuality
of or appearance of a conflict of interest.

Mr. Browning is professionally responsible for evalu
ating his competence to provide service in any specific
area. If he lacks experience, he must decide if he has
or can obtain the necessary training or else arrange
for adequate assistance. If he decides that he lacks
competence, he must refuse the engagement and, if
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possible, assist the client in finding a consultant who
is competent to undertake the inventory control study.

Browning becomes too closely identified with manage
ment, the new system or its results, he may be unable
to maintain an impartial mental attitude in his exami
nation of the financial statements.

The effect upon Mr. Browning’s independence as
auditor of Grimm’s financial statements is a separate
consideration. It is proper for an auditor to suggest
improvements in internal control as a byproduct of
his examination or to undertake a special review for
the purpose of recommending action. But he should
avoid active participation in management and should
not take final responsibility for installing the system.
He should act only in an advisory capacity—decision
should be made by Grimm’s management. If Mr.

Client participation in the inventory control study
is desirable even if there is no threat to audit inde
pendence. The CPA cannot be involved in continuing
operations, and the client can better assume full re
sponsibility for operating a new system if he has been
involved in planning and operating it. Client partici
pation also will result in procedures that better
recognize his particular needs.
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(C om m ercial Law )
May 12, 1972; 8:30
Answer
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

1
False
False
False
True
False
True
False
False
False
True

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

False
True
False
True
True
True
True
False
False
False

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

False
True
False
True
False
False
True
True
True
True

Answer
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

2
True
False
True
True
False
True
False
True
True
False

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

False
True
False
False
True
True
True
False
True
False

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

False
True
True
True
False
False
True
True
True
False

Answer 3
61. False
62. True
63. True
64. False
65. True
66. False
67. False
68. True
69. True
70. True

71.
72.
73.
74.
75.
76.
77.
78.
79.
80.

False
True
False
False
True
True
True
False
True
False

81.
82.
83.
84.
85.
86.
87.
88.
89.
90.

True
False
True
True
True
False
False
True
True
False

a.m .

to 12:00

m.

be couched in any particular language. Here
Thornton was duly authorized by his principal
and therefore Lakeside is liable on the note.
b. 1. No. Although the instrument was effectively
negotiated by Gaylord to Tucker since it was
bearer paper and required only delivery to
negotiate it, Tucker did not satisfy the statutory
requirements of a holder in due course since
the note was usurious or illegal on its face and
therefore he would be deemed to have notice
of this defense against it.
2. No. Dunfee is not a holder in due course in his
own right because he took the instrument after
maturity and it was usurious on its face. Were
the instrument not usurious on its face, Dunfee
would have been entitled to the rights of a
holder in due course, despite his taking the in
strument after maturity, because his transferor,
Tucker, would then have been a holder in due
course and Dunfee would succeed to his rights
under the shelter rule.
3. No. The note was usurious since the interest
rate on the note of 12% was more than the legal
rate of 8 %. Even if Dunfee were entitled to
the rights of a holder in due course as stated
in part b.2. above, he would take the instrument
subject to the defense of the illegality of the
transaction. Because usury is an illegal trans
action, it is a defense which may be validly
asserted by the maker against anyone, including
a holder in due course or one entitled to the
rights of a holder in due course.

Answer 4
a. 1. Yes. Although Thornton was acting in an au
thorized representative capacity for Lakeside,
he did not sign the instrument in a manner that
indicated that he was signing in a representative
capacity. Under the Uniform Commercial Code
where the instrument, as here, names the prin
cipal but does not show that the agent signed
in a representative capacity, the agent is per
sonally liable although he was authorized to
sign on behalf of the principal.

4. No. Gaylord transferred the instrument by de
livery alone without his indorsement. Under the
Uniform Commercial Code, any warranties that
he makes by such a transfer are made only to
his transferee, Tucker, and not to any subse
quent transferee. Therefore Gaylord is not liable
to Dunfee.
5. No. When Tucker indorses the instrument he
makes certain warranties to any subsequent
holder who takes the instrument in good faith.
The relevant warranty here is that no defense
of any party is good against him. While his
indorsement was “without recourse,” which pur
ports to limit this warranty to the effect that
he has no knowledge of such a defense, his

2. Yes. A principal’s signature may be made by
an agent or other representative and the au
thority to make it may be proved as any author
ity may be proved. It is not necessary that the
appointment of the agent or representative be
made in any particular way or that his authority
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Answer 5

constructive knowledge of the defense of usury,
as stated in part b.1. above, would constitute a
breach. However, this breach would not be
assertable by Dunfee who would also be deemed
to have notice of the pertinent defense.

a. The major problem to be considered is whether
Howard and Alaska Uranium Ltd. have committed
an actionable wrong against Hayley. Howard com
mitted fraud against Hayley when he induced Hay
ley to purchase the shares by misrepresentation.
The five elements of fraud are (1) representation
of a material fact (2) which is false (3) known to
be false (4) to induce the other party to enter into
a contract (5) which is justifiably relied upon. When
fraud has been committed the victim may either
(1) disaffirm the contract, provided he does so with
in a reasonable time after discovery of the fraud by
tendering what he has received, or (2) affirm the
contract and, in either case, maintain an action to
recover damages. Another problem suggested by
the facts is that Hayley has waited an unreasonable
period of time— about ten and one-half months—
after discovering the fraud and therefore is barred
by his laches or delay from rescinding the contract
with Howard. But Hayley may affirm the fraudu
lently induced contract and sue to recover damages.
Alaska Uranium Ltd. did not commit any fraud
since it made no representations to Hayley.

c. 1. Little has the right to compel Last National
Bank to credit his account for $180 since it
paid on a forged indorsement. Under the Uni
form Commercial Code an unauthorized signa
ture, as here, is wholly inoperative as that of
the person whose name is signed unless he
ratifies it or is precluded from denying it. Here
the instrument was converted when it was paid
on a forged indorsement.
2. Last National Bank on crediting Little’s account
for $180 can recover from Valley National Bank
since Valley National Bank warrants that Sam
has good title which he did not have because
the indorsement was forged.
3. Valley National Bank can collect from Sam by
charging his account; Sam’s indorsement con
stituted a warranty to Valley National Bank that
he had good title to the instrument, which he
did not have.
4. Sam has a right to recover from the thief if he
can find him. Even though the thief’s name
does not appear on the instrument, he may be
sued on it. Any unauthorized signature operates
as the signature of the unauthorized signer in
favor of any person who in good faith pays the
instrument and takes it for value.

b. 1. The major problem to be considered is whether
the contract made is illegal and therefore void.
A close examination of the proposed bill and
agreement discloses nothing that would offend
public policy. The law has always considered
it legitimate for a citizen (which includes cor
porations) to seek to have a bill introduced in
the legislature and to promote its passage pro
vided the contract does not directly or indirectly
contemplate any unlawful act such as bribery
of a legislator. While courts will consider con
tracts requiring illegal acts as void as a matter
of public policy, this contract is legal and en
forceable since Duval’s services were legal in
nature. Duval is entitled to be paid $7,500.

5. Wilfred, as the lawful owner of the check, has
the right to recover from the Last National
Bank. The forged indorsement of Wilfred’s
name and the subsequent negotiation do not
divest Wilfred of his ownership. Last National
Bank, as drawee, paid the instrument on a
forged indorsement and therefore converted
the check and is liable to Wilfred for $180.
Wilfred may recover against the Valley Na
tional Bank since it also converted the check
by crediting Sam’s account. But a representa
tive, including a depository or a collecting bank
(who has in good faith and in accordance with
the reasonable commercial standards dealt with
the instrument or its proceeds on behalf of one
who was not the true owner, Sam) is not liable
in conversion or otherwise to the true owner
beyond the amount of any proceeds remaining
in its hands.
Wilfred has the right to collect from Sam for
conversion since Sam paid the instrument on
a forged indorsement.

2. This transaction should be reflected in the finan
cial statements of General Drug Corporation
by reporting the liability of $7,500 as an account
payable.
c.
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1. The first problem to be considered is whether
there is an enforceable contract when no defi
nite sum for the engagement has been agreed
upon. In the absence of a definite price the law
allows a party to recover on a quantum meruit
basis. This means that Nikal may recover a
fee equal to the fair and reasonable value of
the services he performed. The second problem
to be considered is what is the legal effect of
the condition precedent to payment, namely

Business Law

c. The firm is liable. Every partner is an agent of
the partnership for the purpose of carrying on its
business. Thus the act of every partner for ap
parently carrying on the business of the partnership
in the usual way binds the partnership, unless the
partner so acting has no authority so to act and
the person with whom he is dealing has knowledge
that the partner has no such authority. Here the
partnership is bound on the contract unless Skinner
had knowledge of Taylor’s lack of authority.

that the report be ready by November 30. While
there was an express condition precedent to
payment, there is a duty imposed by law that
a party to a contract not do anything directly
or indirectly to prevent or impair performance
by the other party. It was incumbent upon the
Corporation to cooperate fully with Nikal and
to advise its personnel not to make Nikal’s per
formance more difficult. Since the Corporation
was the cause of the failure of performance of
a condition, it cannot take advantage of such
failure. Therefore Nikal’s failure to deliver the
report on time is excused.

d. Polk’s assignment of his interest in the partnership
has no legal effect on the partnership. In the ab
sence of any such restriction in the partnership
agreement, a partner may assign his interest in the
partnership without the consent of the other part
ners. The interest assigned is Polk’s share of the
partnership’s profits and surplus. Such assignment
does not dissolve the partnership and the assignee
is not a partner.

2. American Philatelic Corporation will have to
record a liability to Nikal at December 31,
1971. If the fair and reasonable value of the
services rendered by Nikal cannot be agreed to,
then it will be necessary to obtain counsel’s
opinion as to the liability of the Corporation
and to include an accurate summary of such
counsel’s opinion in the appropriate notes to
the statements.

e. Taylor will be personally liable for all of the re
maining firm debts. Partners are liable jointly and
severally for partnership torts and jointly for part
nership contracts.

d. The problem here is whether the agreement, called
a “no competition” agreement, is enforceable. At
common law such agreements were ruled unenforce
able on grounds of public policy since they tended
to restrain trade. But the modern view is that a
no competition agreement, although a restraint of
trade, will be enforceable provided that it appears
reasonably necessary for the protection of the in
terest acquired, considering the extent of the re
straint with respect to the business or profession,
the geographic area and the duration. The fact that
one of the assets paid for is goodwill evidences that
the parties contemplated some value for the no
competition agreement when the sales price was
determined. The geographic extent and the dura
tion of the restraint appear to be reasonable in view
of the national operations of Cobb and Claire. Thus
the no competition agreement is enforceable.

f.

Yes. A limited partner may not participate in the
management of the business of the limited partner
ship. If he does participate, as here, he is liable
as a general partner to partnership creditors, not
withstanding that he is designated as a limited part
ner in the certificate of limited partnership.

Answer 7
a. The first problem is whether a contract may be
modified by a subsequent agreement without con
sideration. Since this is a contract for the sale of
goods, the contract is governed by the Uniform
Commercial Code which provides that a modifica
tion needs no consideration to be enforceable; al
though here each party gave consideration to the
other. The second problem is whether the modifi
cation must be in writing. The Code further pro
vides that the requirements of the Statute of
Frauds must be satisfied if the contract as modified
was within its provisions. The modified contract
was within its provisions because the new price
($18,000) was in excess of $500. Thus the oral
agreement was unenforceable if Jack and Jill Cre
ations, Inc., pleaded the Statute of Frauds as an
affirmative defense. If it did so the original written
contract remained in effect and the Lilliputian Shop
is legally obligated to accept delivery of 1,000 suits
at $10.00 each.

Answer 6
a. Each partner should receive $5,000 of the first
year’s income. When the partnership agreement is
silent as to the manner in which profits and losses
are to be divided, they are divided equally regard
less of the capital contribution by each partner.
b. Yes. The Uniform Partnership Act allows dissolu
tion of the firm by a court if “the business of the
partnership can only be carried on at a loss.”
Taylor should proceed by petitioning the court for
a judicial dissolution as the facts here seem to
support Taylor.

b. 1. The first problem is whether there is a contract.
There was an offer to buy certain machines but
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b. The main legal problem and implication of Craft’s
action is the potential liability to which Craft has
exposed himself and the Firm by falsely stating
that the books and records of Flack Ventures had
been reviewed by the Firm in preparing the balance
sheet.

there was no communicated acceptance by Roth.
But under the Uniform Commercial Code an
order to buy goods for prompt or current ship
ment shall be construed as inviting acceptance
either by a prompt promise to ship, or by the
prompt or current shipment of conforming or
non-conforming goods. Here Roth made a
prompt or current shipment of the machines on
the same day that the order was received. This
constitutes an acceptance of the order and re
sults in a contract. Therefore the attempted
revocation of the order by Harrison is ineffec
tive. The Company’s failure to accept the
machines constitutes a breach of contract and
subjects it to damages which may be equal to
the price of the goods if the seller is unable,
after reasonable effort, to resell them at a rea
sonable price or the circumstances indicate that
such effort will be of no avail.

Such a statement was fraudulent in that it was
made with the requisite knowledge of falsity. Craft,
having examined nothing, could not honestly make
such a statement. Thus, if the balance sheet con
tains a material misrepresentation of fact and third
party investors lose money in reliance upon the
balance sheet, they can recover from the account
ants. Privity is not required in order to prevail
against an accountant where fraud is present.
The fact that the balance sheet was marked
“unaudited” and that the transmittal letter con
tained qualifying language will not save Craft or
the Firm. Nor will the fact that Craft did not fol
low the Firm’s procedures, in that he failed to sub
mit the report for review, free the Firm from
liability. As a partner and agent of the firm, he has
the legal power to subject the Firm to such liability.

2. This transaction will have an adverse effect on
the financial statements of Harrison and Com
pany. An opinion of counsel on the expected
outcome of any claim made should be included
in the notes to the financial statements.

c. The facts suggest several legal problems for Cragsmore & Company.

Answer 8

First, the creditors (and majority shareholders)
undoubtedly will allege either fraud or, at a mini
mum, gross negligence in the examination of the
financial statements. The fraud allegation would
be based upon a claim that the changes in the foot
note give evidence of a lack of independence be
tween the CPAs and Marlowe’s officer-shareholders.
The creditors (and majority shareholders) prob
ably will allege that the lease arrangement was
disadvantageous to Marlowe Manufacturing. The
creditors (and majority shareholders) also would
claim that failure to disclose the inadequacy of the
fire insurance coverage constituted gross negligence.
The creditors must overcome the privity barrier
which would preclude recovery in the event of an
allegation of ordinary negligence only. The ma
jority shareholders would institute a derivative suit
in the name of the corporation.
Second, in those states that have statutory pro
visions imposing criminal liability for such offenses
as knowingly certifying to false or fraudulent finan
cial statements, the Firm may face criminal
proceedings.
If Marlowe’s financial statements had been filed
under provisions of the Securities and Securities
Exchange Acts, the Firm would be subject to dis
ciplinary actions and perhaps to additional legal
liability.

a. The legal problem raised by the facts is whether
Fairweather was legally justified in repudiating the
underwriting contract that it entered into with
Ultrasound.
The answer to this question is yes. The con
densed income statement contained a false and
misleading picture of Ultrasound’s profits for the
last quarter and the year. Fairweather can rely
upon the “innocent misrepresentation” doctrine to
justify its action.
In order to prevail, Fairweather must show:
1. A material misrepresentation of fact;
2. Made with an intent that it be relied upon by
Fairweather;
3. Reliance thereon; and
4. That Fairweather would be damaged thereby.
Since the fragmentary income statement was
made without qualification or explanation it was
either misleading or a half-truth. Thus, it consti
tuted a material misrepresentation of fact. The
other requirements stated above are clearly present.
Thus, the repudiation was justified. It is not neces
sary to show knowledge of falsity (scienter) where
the aggrieved party merely seeks to repudiate or
rescind a contract.
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revenues, so that income might give a reasonable
measure of performance. Since inventory and plant
assets often constitute the major portion of a firm’s
assets, there would tend to be disclosure of most
material items.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.

a
d
d
c
d
b
a
d
c

10.
11.
12.
13.
14.
15.
16.
17.
18.

a
c
b
a
b
c
b
d
a

28.
29.
30.
31.
32.
33.
34.
35.
36.

a
b
b
d
e
b
d
a
c

Another accountant’s view of the cash basis is
where revenue is recognized when cash is received,
but expenses are accounted for on the accrual basis.
Since this approach provides a better matching of
expenses to revenue and would result in a more
complete recognition of assets and liabilities, it
would be conceptually superior to the modified cash
basis discussed previously. This approach, akin to
the installment method of accounting, is considered
to be a generally accepted method of determining
income if collection of the sale price is not reason
ably assured.

Answer 2
19.
20.
21.
22.
23.
24.
25.
26.
27.

e
a
d
c
e
a
c
b
b

p .m .

b. 1. No, the gross margin is being computed on an
erroneous basis.
From the information given, gross margin on
a pure cash basis for 1970 would be:

Answer 3
a. “Cash basis” is a term that means different things
to different people. In the broadest sense a firm
using the cash basis would have revenue when it
receives cash from sources other than financing
(creditors and owners) and expenses when it makes
cash payments for all purposes other than those
relating to financing (including distributions to
owners). In other words cash-basis income would
be the net cash provided by operations.

Cash received

$164,000

Cash payments
merchandise:

for

Accounts payable,
January 1, 1970
Purchases
1970

Although both revenues and expenses would be
easily and objectively measured, this approach has
little conceptual merit because it fails to match
expenses to revenues so that the cash-basis income
of a period would tend to be a very poor measure
of performance during that period. The balance
sheet would disclose only cash plus owners’ equity
items and, possibly, liabilities if the firm had en
gaged in borrowing. Where the firm had substan
tial amounts of other assets and liabilities, such
reporting would be woefully inadequate.

$ 13,000

during
102,000
115,000

Accounts payable,
December 31,
1970

20,000

E x cess of cash
receipts over pay
ments for mer
chandise

95,000

$ 69,000

Gross margin on the modified cash and cash
collection bases would be as follows:

The accountant’s view of the cash basis is a modi
fied one in which inventories, plant assets and re
lated liabilities and owners’ equity items are recog
nized and accounted for on an accrual basis. Thus
this approach has more conceptual merit because
there is at least a partial matching of expenses to

Cash received
Cost of goods sold (.6 x $164,000)
Gross margin
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Computation of Average Cost of Goods Sold Ratio

Computation of Gross Margin for 1970

1970

Cash sales
Credit sales

$147,000
18,000

Total sales

$165,000

Cost of goods sold:
Beginning inven
tory ($ 11,000 +
$13,000 - $5,000)
Purchases
Cost of goods avail
able for sale
Ending inventory
($8,000 +
$20,000 - $6,000)
Cost of goods sold
Ratio =

Cash received
Cost of goods sold:
Inventory plus ac
counts
receiv
able at cost,
January 1

$ 19,000
102,000

Cost of goods

124,000

Gross margin

25,600

98,400
$ 65,600

Conversion of Mr. Erik’s gross margin to a
sales basis requires that the sales of the current
period for which no cash has been collected
be added to the cash received for sales of the
current period and that the cost of goods sold
as calculated for the cash collection basis be
adjusted so that the accounts-receivable bal
anced at cost are deducted from the inventory
amounts. The results will be the same as cal
culated above under the computation of the
average cost-of-goods-sold ratio.

$ 99,000
$99,000
$165,000

.6

Mr. Erik’s gross-margin approach cannot be
converted to a pure cash basis by simple, direct
adjustments. Instead the cash payments must
be computed by reconstructing the accountspayable account as was done above.
By contrast Mr. Erik’s gross-margin approach
could be converted to a cash collection or modi
fied cash basis by two simple adjustments. First,
the accounts-payable balances at the beginning
and the end of each period must be added back
to the respective inventory amounts. Second,
the gross margin reflected in the accountsreceivable balances at the beginning and end
of each period must be subtracted so that the
beginning and ending inventory amounts are
valued at historical cost. For 1970 this would
be computed as follows:

2. The gross margin presented shows decreases
while sales and cash receipts are increasing
because of the erroneous method of calculation.
If Mr. Erik wishes to compute gross margin
on a modified cash or cash collection basis, the
addition of the accounts-receivable balance re
sults in overstating cost by the amount of a
profit element which is 40% of the selling price
(as was calculated above). Mr. Erik’s failure
to subtract this profit element results in an over
statement of the total of the cost of (1) mer
chandise on hand plus (2) merchandise sold to
customers as reflected in the accounts-receivable
balance— at both the beginning and end of the
period. If the accounts-receivable balance is
stable, there would be little distortion of gross
margin for a given period from this error.

Computation of Inventory and Accounts Receivable
at Cost
December 31,
1970

Less gross margin in
accounts-receivable
balance (.4 of account balance)

102,000

22,000

Cost of goods sold
Sales

Inventory (net)
A d d accounts-payable balance

$ 22,000

Purchases

Inventory plus ac
counts
receiv
able at cost,
December 31

121,000

$164,000

$

January 1,
1970

8,000

$ 11,000

20,000

13,000

28,000

24,000

2,400

2,000

The major distortion results from subtracting
the accounts-payable balances in arriving at
the inventory (net) amounts. The increasing
balances here result in decreasing inventory
(net) amounts and as a result an increasing
overstatement of cost of goods sold.

$ 25,600

$ 22,000

If Mr. Erik wishes to compute gross margin
on a pure cash basis, he should determine the
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that they are proportional to the net revenue
contributions of each period, (3) associating
depreciation allocations with nonmonetary,
physical service units (e.g., input or output
measures, such as machine-hours or miles
of operation or number of units produced)
so that they are proportional to the units
of service provided each period or (4) asso
ciating depreciation allocations with units
of time (e.g., months or years) so that they
are equal for periods of equal length.

amount of cash paid for merchandise during
the period. To do this he would reconstruct the
accounts-payable account for the period in sum
mary form as was done in part b. 1. Subtract
ing the accounts-payable balance is erroneous
because it fails to recognize the relationships
among the accounts.
Answer 4
a. 1. The conventional concept of depreciation ac
counting usually is defined as a system of
accounting that aims to distribute the cost or
other basic value of tangible capital assets, less
salvage (if any), over the estimated useful life
of the unit (which may be a group of assets)
in a systematic and rational manner. It is a
process of allocation, not of valuation. Depre
ciation for the year is the portion of the total
charge under such a system that is allocated to
the year.

(c) Since this concept merely requires that the
allocation be systematic and rational, much
discretion is left to management in the se
lection of a depreciation method. But the
requirement that the allocation be rational
probably means that it should be related
to the expected benefits to be received from
the asset.
b. 1. Since the conventional accounting concept of
depreciation is a process of cost allocation, not
valuation, the concern here is with determining
what portion of the cost of the computer sys
tem should be assigned to expense in a given
accounting period. The estimate of periodic
depreciation is dependent upon three separate
variables:

2. (a) This is a static concept of depreciation in
which the initial cost or other value is not
changed during the life of the asset; thus
total depreciation charges over the life of
an asset are equal to the initial cost or
value of the asset less any salvage value.
This concept is based upon the cost, real
ization and matching concepts of conven
tional financial accounting. Cost represents
the amount that is recorded as the value of
the asset to the entity at the date of acquisi
tion. In subsequent periods cost less ac
cumulated depreciation is considered to
represent the minimum value to the entity
of the services to be received from the plant
asset during the remainder of its life. The
realization concept requires that during the
life of an asset its valuation should not be
greater than cost or cost less accumulated
depreciation; if a higher valuation were
recorded, the entity would recognize un
realized income.

(a) Establishing the depreciation base. Since
an asset may be sold before its service value
is completely consumed, the depreciation
base is the cost of asset services that will
be used by the firm and charged to expense
during its service life; this usually is less
than the original cost of the asset. The
depreciation base of an asset is its acquisi
tion cost plus removal costs at time of re
tirement and minus gross salvage value.
(b) Estimating the service life. This involves
selecting the unit in which the service life
of the asset is to be measured and then
estimating the total number of units of
service embodied in the asset.

(b) The matching concept requires that the
portion of the cost (or value basis) of the
asset to be allocated to each accounting
period should be matched with the expected
revenue or net revenue contribution of the
period. Matching can take the form of (1)
adjusting depreciation charges for the effects
of interest during the entire life of the asset,
(2) associating depreciation allocations with
net revenue contributions of the asset so

Although service life usually is measured
in units of time, it may be more appropriate
to use units of output or activity which
usually are expressed in physical units such
as tons, gallons, miles or machine-hours.
In selecting the appropriate unit of ser
vice for each asset, consideration should be
given to the factors that decrease the service
life of an asset. These factors may be
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divided into two classes: (1) physical causes
including casualties and (2) economic and
functional causes.

(3) An interest (increasing charge) method
in which the depreciation charges are
adjusted using the entity’s average in
ternal rate of return.

The physical causes are the physical de
terioration and impaired utility of the asset
that result (1) from wear and tear that is
due to operating use and (2) from other
forms of decay that are due to the action
of the elements. Damage resulting from
unusual events such as accidents, earth
quakes, floods, hurricanes, and tornadoes
also may reduce or end asset usefulness.

(b) On an output measure basis—
(1) A charge based upon a ratio of a con
stant cost to net revenue contribution;
i.e., the cost allocation for each period
would be a constant proportion of the
net revenue contribution of the com
puter system.
(2) A charge based upon the expected phys
ical services from the computer system;
i.e., the cost allocation would be in terms
of hours, days or months of operation
or some other measure of input or out
put related to the computer services.

An asset that is in good physical condi
tion may lose its economic usefulness as a
result of technological obsolescence and
inadequacy (or economic obsolescence).
Technological obsolescence results from in
novations and improvements that make the
existing plant obsolete. Inadequacy usually
results from the effects of growth and
changes in the scale of a firm’s operations
that reduce or terminate the service life of
assets.

Answer 5
a. 1. The conventional or traditional approach has
been to define the accounting entity in terms
of a specific firm or enterprise unit that is sepa
rate and apart from the owner or owners and
from other enterprises having separate legal
and accounting frames of reference. For exam
ple, partnerships and sole proprietorships were
accounted for separately from the owners al
though such a distinction might not exist legally.
Thus it was recognized that the transactions of
the enterprise should be accounted for and re
ported upon separately from those of the
owners.

(c) Choosing the method of cost apportionment.
The problem here is to determine the rela
tive portion of services that has expired in
each accounting period. This might be ap
proached by estimating whether all units of
service are equally valuable (and have an
equal cost) or whether some service units
have a higher value and cost than others.
The two major variables to be considered
in reaching the rational and systematic solu
tion to this problem are: (1) whether the
quantity of services withdrawn from the
bundle will be equal or will vary during the
periods of service life and (2) whether the
value or cost of various units of service will
be equal or will vary during the periods of
service life.

An extension of this approach is to define
the accounting entity in terms of an economic
unit that controls resources, makes and carries
out commitments and conducts economic ac
tivity. In the broadest sense an accounting
entity could embrace any object, event or
attribute of an object or event for which there
is an input-output relationship. Such an ac
counting entity may be an individual, a profitseeking or not-for-profit enterprise or any
subdivision or attribute thereof for which a
system of accounts is maintained. Thus this
approach is oriented toward the unit for which
financial reports are prepared.

2. There are a number of systematic depreciation
methods that recognize these factors in varying
degrees and could be used for the computer
system; these may be classified as follows:
(a) On the basis of time—
(1) A constant charge per period, i.e., the
straight-line method.

An alternative approach is to define the ac
counting entity in terms of an area of economic
interest to a particular individual, group or
institution. The boundaries of such an eco
nomic entity would be identified by determin-

(2) A decreasing charge per period, i.e., a
declining-balance or the sum-of-theyears-digits method.
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4. Yes, although the accounting entity often is
defined in terms of a business enterprise that is
separate and distinct from other activities of
the owner or owners, it also is possible for an
accounting entity to embrace all of the activities
of an owner or a group of owners. Examples
include financial statements for an individual
(personal financial statements) and the financial
report of a person’s estate.

ing (1) the interested individual, group or
institution and (2) the nature of that individual’s,
group’s or institution’s interest. Thus this ap
proach is oriented to the users of financial
reports.
2. The accounting entity concept defines the area
of interest and thus narrows the range and
establishes the boundaries of the possible ob
jects, activities or attributes of objects or activ
ities that may be selected for inclusion in
accounting records and reports. Further, postu
lates as to the nature of the entity also may aid
in determining (1) what information to include
in reports of the entity and (2) how to best
present information of the entity so that rele
vant features are disclosed and irrelevant fea
tures do not cloud the presentation.

5. Yes, the accounting entity could embrace an
industry. Examples include financial data com
piled for an industry by a trade association
(industry averages) or by the federal govern
ment. Probably the best examples of an in
dustry being the accounting entity are in the
accounting systems prescribed by the Federal
Power Commission and the Federal Communi
cations Commission which define the original
cost of an asset in terms of the cost to the
person first devoting it to public service.

The applicability of all the other generally
accepted concepts (or principles or postulates)
of accounting (e.g., continuity, money measure
ment and time periods) depends upon the
established boundaries and nature of the ac
counting entity. The other accounting concepts
lack significance without reference to an entity.
The entity must be defined before the balance
of the accounting model can be applied and the
accounting can begin. Thus the accounting en
tity concept is so fundamental that it pervades
all of accounting.

6. Yes, the accounting entity concept can embrace
the economy of the United States. An example
is the national income accounts compiled by
the U.S. Department of Commerce. Another
area where the entity concept is applicable is in
the yet to be developed area of socio-economic
accounting.

b. 1. Yes, units created by or under law would in
clude corporations, partnerships and, occasion
ally, sole proprietorships. Thus legal units
probably are the most common types of ac
counting entities.

Answer 6
a. [Discussion of five methods was required; the seven
presented below are meant to be illustrative.]
1. Methods that have been proposed to determine
the value of a stock option are:

2. Yes, a product line or other segment of an
enterprise, such as a division, department,
profit center, branch or cost center, could be
an accounting entity. The stimuli for financial
reporting by segment include investors, the
Securities and Exchange Commission, financial
executives and the accounting profession.

(a) The excess of the fair value of the stock
over the option price at one of the following
dates:
(1) The date of the option grant.
(2) The date the option becomes the prop
erty of the employee.
(3) The date the option is first exercisable.
(4) The date the option is exercised.
(5) The date of exercise, adjusted for the
income tax effect to the corporation.

3. Yes, most large corporations issue consolidated
financial reports for two or more legal entities
that constitute a controlled economic entity.
Accounting for investments in subsidiary com
panies by the equity method also is an example
of an accounting unit that extends beyond the
legal entity. The financial reports for a busi
ness enterprise that includes two or more
product-line segments would also be a form of
a consolidated report that most commonly
would be considered to be the report of a single
legal entity.

(b) The cash value of the services to be received
from the employee and for which he is
being compensated by the option plan.
(c) The probable value of the option to the
recipient at the date of the grant.
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2. The conceptual merits of the methods are:

received. When the value of that which is
received is difficult or impossible to measure
and the value of that which is surrendered
is more clearly evident, the latter is used
to record the transaction.

(a) (1) The excess of the fair value of the stock
over the option price at the date of the
option grant is the generally accepted
method of valuation. The lack of a
ready market value for the options does
not negate the existence of their value.
The excess of the fair value of the
stock over the option price is usually
easily measurable (the more closely held
the stock, the more difficult the measure
ment). The value at the grant date is
appropriate because this is the point at
which the corporation forgoes the alter
native uses of the optioned shares, and
any difference between option price and
market price of the shares or the value
of the option after that date only bene
fits the optionee in his role as a po
tential investor, not in his role as an
employee contracting for services.

In the case of a stock option grant, there
is a noncash exchange. The employee
makes an investment in the firm equal to
the value of the services rendered or to be
rendered, for which he is being compen
sated. Since it is likely to be impossible to
determine the value of the services received,
it would be logical to consider the current
value of the options as a measure of those
services and as the cost of the compensation.
Unfortunately, it is also difficult or impos
sible to estimate the current value of re
stricted stock options because they are not
transferable and thus lack a market valua
tion or price.
But such options do have a current value
and it has been proposed that a bargained
price can be determined using all available
information to construct a projection for
the executive’s services. When the executive
accepts stock options rather than cash com
pensation, he is investing in the firm an
amount equal to the excess of the bargained
value of his services over the amount of
cash salary that he receives.

(2) The date the option becomes the prop
erty of the employee (i.e., the date the
employee fulfills any conditions included
in the option plan) is appropriate be
cause it is at this time that the corpora
tion has an unqualified obligation.
(3) The date the option is first exercisable
is appropriate because it is at this date
that the employee first has control over
the option and only from this date that
he can be considered as an investor.

(c) The probable value of the option to the re
cipient at the date of grant can be considered
a measure of the employee’s investment in
the firm. The final value of the option to
the executive depends upon what happens
to the market price of the stock— it may be
very large if the market price increases sub
stantially or it may be zero if the market
price does not change or declines. At the
date of the option grant, the expected value
must be equal to or greater than zero; it
can never be less than zero. This value can
be estimated by projecting the trend in the
likely future market price of the corpora
tion’s stock.

(4) The date the option is exercised is ap
propriate because it is only at this date
that it is certain that exercise will occur;
prior to exercise, the corporation has
only a contingent obligation.
(5) Adjustment for the income tax effect
to the corporation is justifiable in the
case of nondeductible stock options.
Had the firm chosen to compensate the
employee with an additional (deductible)
cash payment, the firm’s income tax
would have been less. Thus the total
cost of the option to the firm includes
the difference in tax.

b. 1. (a) The required financial statement disclosure
at December 31, 1970 includes (1) a foot
note covering the status of the option plan
and stating the number of shares under op
tion, the option price, the date when the
options will be exercisable and the method
of valuation and (2) since the stock options
are common stock equivalents, reflection of

(b) Valuation of an option at the cash value
of the services to be received from the em
ployee is logical for the following reasons.
When a noncash exchange occurs, the
preferable treatment is to record the ex
change at the cash value of that which is
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that previously were immaterial in their effect
nor (2) adoption or modification of an account
ing principle necessitated by transactions or
events that are clearly different in substance
from those previously occurring is a change in
accounting principle.

their dilutive effects in both primary and
fully diluted earnings per share.
(b) At December 31, 1971, a footnote to the
financial statements should describe the
status of the plan and state that all options
have been exercised at the option price
given.

Changes in accounting principle are numer
ous and varied. They include, for example, a
change in the method of inventory pricing, such
as from the last-in, first-out (Lifo) method to
the first-in, first-out (Fifo) method; a change
in depreciation method for previously recorded
assets, such as from the double-declining bal
ance method to the straight-line method (other
than a change to the straight-line method at a
specific point in the service life of an asset that
was planned at the time the accelerated method
was adopted to fully depreciate the cost of the
asset over its estimated life); a change in the
method of accounting for long-term construc
tion-type contracts, such as from the completedcontract method to the percentage-of-completion
method; and a change in accounting for research
and development expenditures, such as from
recording as an expense when incurred to de
ferring and amortizing the costs.

2. (a) A dilution of the existing stockholders’
equity could occur when the optioned shares
are issued only if it could be demonstrated
that there was no value in the optionees’
incentive services exchanged for the option
grant.
The dilution could occur also if the op
tionee left the corporation after exercise of
the option but prior to the termination of
the contract period. If the value of the
incentive services was to cover the five years
of this contract and an optionee left at the
end of four years, the compensation cost
for the fifth year of this contract should be
shown as a loss arising from the option
grant.
Dilution, as typically determined by the
financial analyst, would be considered to
have occurred if per-share earnings and/or
book value decreased.

Changes in accounting estimates are neces
sary consequences of periodic presentations of
financial statements. Preparing financial state
ments requires estimating the effects of future
events. Examples of items for which estimates
are necessary are uncollectible receivables, in
ventory obsolescence, service lives and salvage
values of depreciable assets, warranty costs,
periods benefited by a deferred cost and re
coverable mineral reserves. Future events and
their effects cannot be perceived with certainty;
estimating requires the exercise of judgment.
Thus accounting estimates change as new events
occur, as more experience is acquired or as
additional information is obtained.

(b) To the extent that the optionees’ incentive
services invested under the option grant are
equal to the implicit value of the option con
tract, there has been a fair exchange of
values and there would be no dilution of
the stockholders’ equity.

Answer 7
a. 1. The term accounting change means a change
in (1) an accounting principle, (2) an accounting
estimate or (3) the reporting entity.
A change in accounting principle results from
adoption of a generally accepted accounting
principle different from the one used previously
for reporting purposes. The term accounting
principle includes not only accounting principles
and practices but also the methods of applying
them.

Distinguishing between a change in an ac
counting principle and a change in an account
ing estimate sometimes is difficult. For example,
a company may change from deferring and
amortizing a cost to recording it as an expense
when incurred because future benefits from the
cost have become doubtful. The new account
ing method is adopted, therefore, in partial or
complete recognition of the change in estimated
future benefits. The effect of the change in
accounting principle is inseparable from the
effect of the change in accounting estimate.

A characteristic of a change in accounting
principle is that it concerns a choice from among
two or more generally accepted accounting prin
ciples. But neither (1) initial adoption of an
accounting principle in recognition of events
or transactions occurring for the first time or
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Changes of this type often are related to the
continuing process of obtaining additional in
formation and revising estimates and are there
fore considered as changes in estimates.

lating to a specific plant. But this does not imply
that a change in the estimated period to be benefited
for a deferred cost (if justified by the facts) should
not be recognized as a change in accounting esti
mate. The issuance of an Opinion of the Account
ing Principles Board that creates a new accounting
principle, that expresses a preference for an ac
counting principle or that rejects a specific account
ing principle is sufficient support for a change in
accounting principle. The burden of justifying
other changes rests with the entity proposing the
change.

Changes in the reporting entity are limited
mainly to (1) presenting consolidated or com
bined statements in place of statements of
individual companies, (2) changing specific sub
sidiaries comprising the group of companies for
which consolidated financial statements are pre
sented and (3) changing the companies included
in combined financial statements. A different
group of companies comprises the reporting
entity after each change. A business combina
tion accounted for by the pooling-of-interests
method also results in a different reporting
entity.

c. The nature of and justification for a change in the
method of inventory pricing should be disclosed
in the financial statements for the period the change
was adopted; the change should be justified on the
basis that the new method is more appropriate
than the old. In addition, the effect of the change
on income before extraordinary items, net income
and the related per share amounts should be dis
closed for all periods presented. This disclosure
may be on the face of the income statement or
in the notes. Financial statements of subsequent
periods need not repeat the disclosures.

2. A correction of an error in previously issued
financial statements concerns factors similar to
those relating to an accounting change. Errors
in financial statements result from mathematical
mistakes, mistakes in the application of account
ing principles or oversight or misuse of facts
that existed at the time the financial statements
were prepared. In contrast a change in account
ing estimate results from new information or
subsequent developments and accordingly from
better insight or improved judgment. Thus an
error is distinguishable from a change in esti
mate. A change from an accounting principle
that is not generally accepted to one that is
generally accepted is considered to be a correc
tion of an error.

In one specific situation the application of these
provisions may result in financial statement pre
sentations of results of operations that are not of
maximum usefulness to intended users. For ex
ample, a company owned by a few individuals may
decide to change from one acceptable inventory
method to another in connection with a forthcoming
public offering of shares of its equity securities. The
potential investors may be better served by state
ments of income for a period of years reflecting
the use of the newly adopted accounting principle
because it will be the same as that expected to be
used in future periods. In recognition of this sit
uation, financial statements for all prior periods
presented may be restated retroactively when a com
pany first issues its financial statements for any one
of the following purposes: (1) obtaining additional
equity capital from investors, (2) effecting a busi
ness combination or (3) registering securities. This
exemption is available only once for changes made
at the time a company’s financial statements are
first used for any of those purposes and is not avail
able to companies whose securities currently are
widely held.

b. There is a presumption that an accounting principle
once adopted should not be changed in accounting
for events and transactions of a similar type. Con
sistent use of accounting principles from one ac
counting period to another enhances the utility of
financial statements to users by facilitating analysis
and understanding of comparative accounting data.
The presumption that an entity should not change
an accounting principle may be overcome only if
the enterprise justifies the use of an alternative ac
ceptable accounting principle on the basis that it
is preferable. But a method of accounting that
was previously adopted for a type of transaction or
event that is being terminated or that was a
single, nonrecurring event in the past should not be
changed. For example, the method of accounting
should not be changed for a tax or tax credit that
is being discontinued or for preoperating costs re

Under these specific circumstances the company
should disclose in financial statements issued the
nature of the change in accounting principle and
the justification for it.
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Answer 1
1. b
2. c
3. a
4. c
5. d

6.
7.
8.
9.
10.
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a
d
b
d
c

11.
12.
13.
14.
15.

p .m .

a
b
c
a
d

Description

Dr. (Cr.)
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June 30, 1972

June 1, 1972

Dividend— Grotex (5% x
$5,600)
Share in net income of Turner
(37% x $25,000)
9,250
Share in net income of Scott
(30% x $330,000)
Amortization (Schedule 3)
(175)
Elimination of intercompany
profit (Schedule 4)
________ _______
$201,075 $ 9,550

(38,200)

2,250

(500)

$46,000

Dr. (Cr.)

________
$719,970

99,000
(4,030)

(45,000)

$670,000

Dr. (Cr.)

_____________Investments _____________
Turner
Grotex
Scott

______
$5,340

240

$5,100

______
$5,060

360

(500)

$5,200

99,000
(4,205)

9,250

280

2,250

(2,430 )
$104,145

$

Investment Income,
_________ Year Ended June 30 _________
1970
1971
1972
Cr. (Dr.)
Cr. (Dr.)
Cr. (Dr.)

Sterling, Inc.
RESTATEMENT OF INVESTMENTS AND
INVESTMENT INCOME
June 3 0 , 1972 and Three Years Then Ended

Purchase of 300 shares of
Turner
$ 49,400
April 1, 1970
Dividend—Turner (10% x
$51,000)
June 30, 1970
Purchase of 8,000 shares of
Grotex
April 1, 1971
Dividend—Turner (10% x
$52,000)
June 30, 1971
Share in loss of Grotex (25% x
$2,000)
Purchase of 30,000 shares of
Scott
July 1, 1971
Purchase of 810 shares of
Turner
142,000
Retroactive adjustment of carry
ing value of 300 shares of
Turner from cost basis to
equity basis (Schedule 1)
600
December 28, 1971 Dividend— Scott (30% x
$150,000)
December 31, 1971 Share in net income of Grotex
for six months ended Decem
ber 31, 1971 ( ½ x 25% x
$18,000)
Sale of 6,400 shares of Grotex
(Schedule 2)

July 1, 1969

Date

Answer 2

(2,430)
$(816,050)

280

54,400
(16,200)

Inventory

Cash

Cash
Gam on sale
of invest
ment

Cash

Cash

(142,000)

45,000

Cash

Cash

Cash

Cash

Cash

N ame

(670,000)

5,200

(46,000)

5,100

$ (49,400)

D r. (Cr.)

Am ount

______ Other Accounts
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(Schedule 4)
Sterling, Inc.
ELIMINATION OF INTERCOMPANY PROFIT
June 3 0 , 1972
Sterling’s cost of items in inventory
$48,600

(Schedule 1)
Sterling, Inc.
RETROACTIVE ADJUSTMENT OF CARRYING
VALUE OF 300 SHARES OF TURNER, INC.
FROM COST BASIS TO EQUITY BASIS
July 1 , 1971

Scott’s profit ($48,600 x 20%
120%
Amount to be eliminated
(30% x $8,100)

Year Ended June 30
1970

1971

Net income
$53,400
Dividends
51,000
Excess of net income over dividends $ 2,400

$55,600
52,000
$ 3,600

10% allocable to Sterling

$

$

240

360

Knight Coat Co.
JOURNAL ENTRIES TO CORRECT THE ACCOUNTS
December 31, 1971

Sterling, Inc.
SALE OF 6,400 SHARES OF GROTEX, INC.
December 3 1 , 1971
Proceeds of sale
$54,400

(1)
D ebit

Carrying value of shares sold—

Gain on sale of investment

38,200
$16,200

Common stock
Retained earnings
Book value of investment
Cost of investment
Excess of cost over book value
Amortization (1 /4 0 )
Scott:
Common stock
Retained earnings

10% Pur
chased
July 1,
1969

27% Pur
chased
July 1,
1971

$260,000
234,000
$494,000

$260,000
240,000
$500,000

$ 49,400
49,400
$—

$135,000
142,000
$ 7,000

$—

$

Book value of investment
(30% x $1,948,500)
Cost of investment
Excess of cost over book value
Allocated to patent
[30% x ($300,000 — $148,500)]
Allocated to goodwill
Amortization:
Patent ($45,450
15)
Goodwill ($40,000 ÷ 40)

Credit

Selling expense
$ 85,000
General and administrative
expense
215,000
Manufacturing overhead
$300,000
To adjust unabsorbed overhead for selling, general, and
administrative expenses.

(Schedule 3)
Sterling, Inc.
AMORTIZATION
For the Year Ended June 3 0 , 1972

Turner:

$ 2,430

Answer 3

(Schedule 2)

6,400
($46,000 — $500 + $2,250)
8,000

$ 8,100

(2)
Applied manufacturing overhead
950,000
Work-in-process inventory
10,000
Finished goods inventory
7,500
Manufacturing overhead
700,000
Cost of goods sold
232,500
To adjust absorbed overhead to actual rate (Schedule 1).
(3)
Raw materials inventory
12,000
Cost of goods sold
12,000
To record inventory received in January 1972.
The liability was recorded in December 1971, but the
materials were not included in the December 31, 1971,
inventory count.

175

$1,400,000
548,500
$1,948,500

(4)
$ 584,550
670,000
85,450

$
$
$

Cost of goods sold
25,000
Accounts payable
25,000
To record liability for inventory counted but not recorded
until January 1972.

45,450
40,000

(5)

3,030
1,000
4,030

Raw materials inventory
15,000
Accounts payable
15,000
To record liability for inventory not counted but for which
title had passed to Knight at December 31, 1971.
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(6)
Accounts receivable
$17,555
Sales
$17,555
To record sales for December 30 and 31, 1971.

(Schedule 2)
Computation of Value of Goods on Consignment
Material
Labor
Overhead
Shipping costs
Total cost

(7)
Accounts receivable
Sales
To record sales by King.

9,500
9,500

(8)
Finished goods inventory
16,000
Selling expense
1,600
Cost of goods sold
14,400
To record the inventory on consignment (Schedule 2).
(9)
Cost of goods sold
9,700
Finished goods inventory
To record inventory at lower of cost or market
(Schedule 3).

(Schedule 3)
Computation of Lower of Cost or Market
Sales price
Cost (1)
Sales price less selling expense (ceiling)
Sales price less selling expense and normal
profit (floor)
Cost to replace inventory as of
December 31, 1971

9,700

(1) Cost:
Material
Labor
Overhead

(Schedule 1)
Computation of Overhead Rate
Unadjusted book balance of manufacturing
$1,000,000
overhead
(85,000)
Amount applicable to selling expense
Amount applicable to general and
administrative expense
(215,000)
Adjusted balance of manufacturing
700,000
overhead to be absorbed
2,000,000=
Divided by direct labor base of
35%
Overhead rate
D irect Labor
in Ending
Inventory

Work-in-process
Finished goods

$80,000
60,000

Overhead
Rate

35%
35

Correct
Applied
Overhead

$28,000
21,000

$17,000
4,000
1,400 (35% of direct labor)
1,600
$24,000 x % = $16,000 of inventory
remaining.

$150,000
129,700
120,000
105,000
122,000

$100,000
22,000
7,700 (direct labor x 35% over
head rate)
$129,700

N ote : Due to the fact that replacement cost is greater
than the market ceiling, the ceiling of $120,000 is the cor
rect value of the inventory. Hence, the adjustment is
Inventory at cost
Inventory at market (ceiling)
Net adjustment

Actual
A pplied
Overhead

$38,000
28,500
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$10,000
7,500

$129,700
120,000
$ 9,700
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Answer 4
a.

Amaco Chemical Company
COST PER POUND OF AMANYL, BONANYL AND
AM-SALT PRODUCED —
RELATIVE SALES VALUE METHOD
October 1972
Pounds
Produced

Amanyl
Bonanyl
Am-Salt

Sales P r i c e ------------------------------------------per Pound
Total
Percent

6.30

Yield of Bonanyl-X from Bonanyl
Pounds of Bonanyl used in October:
Inventory, September 30
Production, October
Inventory, October 31

Cost of materials:
Am-Salt

2,755

$25,860

Colb

95%

Pounds of Bonanyl produced
Pounds of Bonanyl-X which can be
produced therefrom (95% x 2,800)
Seiling price per pound of Bonanyl-X
$4.20
Conversion costs (Department 2) per pound
of Bonanyl-X ($3,306 ÷ 2,755)
1.20
Hypothetical sales value of Bonanyl

2,800

2,240

Conversion costs

22,400

Total costs incurred

50,500

Costs allocable to Demanyl:

2,660

Cost per pound ($.54 — $.04)
Multiplied by pounds
produced of

$3.00
$7,980

9,800

4,900
$45,600

Cost per pound of Colbanyl
($45,600 ÷ 1,400)

$ 5,670
6,370
33,600
$45,640

$32.57

Cost of Am-Salt Used
From
Septem 
ber
Produc
tion

From
October
Produc
tion

Total

400

7,600

8,000

600

600

400

7,000

7,400

Cost per pound

$ 3.40 $

3.50

Cost of Am-Salt used

$1,360 $24,500 $25,860

b.
Amaco Chemical Company
COST PER POUND OF AMANYL, BONANYL, AND
AM-SALT PRODUCED—
AVERAGE UNIT COST METHOD
October 1972
Pounds produced, Department 1
Average cost per pound of Amanyl,
Bonanyl, and Am-Salt
($45,640
14,000)

$.50

Costs allocable to Colbanyl

Production Costs, Department 1

Production costs, Department 1

$3.80
1.63
3.60

$13,692
4,564
27,384
$45,640

Amaco Chemical Company
COST PER POUND OF COLBANYL PRODUCED
October 1972

Hypothetical Sales Value of Bonanyl

Cost of materials:
Amanic acid
Bonyl hydroxide
Conversion costs
Total

Cost per
Pound

c.

210
2,800
(110)
2,900

Pounds of Bonanyl-X produced
in October
Yield of Bonanyl-X from Bonanyl
(2,755 ÷ 2,900)

30%
10
60
100%

$23,940
7,980
47,880
$79,800

$6.65

3,600
2,800
7,600
14,000

Allocation
o f Costs

Pounds of Am-Salt available
Inventory, October 31 (FIFO)

$45,640
Pounds of Am-Salt used

14,000
$3.26
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Answer 5
Alexander, Randolph, and Ware
ADJUSTMENTS TO NET INCOME AND PARTNERS’ CAPITAL
June 3 0 , 1972

Description

Book balances at June 30, 1972
To record goodwill contributed
by Alexander (Schedule 1)
To record principal and
interest payment made by
Ware on October 1 , 1971
($300,000 x .08)
+ $5,000
4
To record Randolph’s invest
ment based on the bonus
method (Schedule 2)
To record payment of hospital
expenses as a withdrawal
To record Alexander’s salary
as an expense
To record amortization of
goodwill
To record Alexander’s bonus
(Schedule 3)
To record interest expense for
return on partners’ capital
(Schedule 4)
To close the net income to the
partners’ capital accounts
(Schedule 5)

Partners' Capital

N e t Incom e
(Loss)

Alexander

Randolph

Cr. (Dr.)

Cr. (Dr.)

Cr. (Dr.)

Ware
Cr. (Dr.)

$515,000

$150,000

$400,000

$137,900

85,000

Other A ccounts
A m ount
Dr. (Cr.)
N am e

$85,000

Goodwill

5,000

Mortgage
note
payable

(24,000)

(24,000)

(8,500)

(8,500)

Alexander,
personal
Goodwill

11,000

(6,000)

17,500

(35,000)

17,500

(3,600)

3,600

(4,120)

4,120

(64,740)

36,435

3,450

24,855

(34,140)
$
—

15,363
$669,818

3,414
$121,864

15,363
$468,718

(Schedule 2)

(Schedule 1)

Alexander, Randolph, and Ware
COMPUTATION OF THE VALUE OF
RANDOLPH’S INVESTMENT
January 1 , 1972

Alexander, Randolph, and Ware
COMPUTATION OF GOODWILL
July 1 , 1971
Barnes’ cash investment

$ 400,000

Divided by Barnes’ interest in total
investment
Equals total investment

40%
$1,000,000

Multiplied by Alexander’s interest in
total investment
Value of Alexander’s investment

60%

Randolph’s percent of total investment
Value of Randolph’s investment
Bonus to Alexander and Ware to be divided
equally ($150,000— $115,000):
Alexander
Ware

$ 600,000

Less fair market value of assets contributed
by Alexander less note
Goodwill

Total investment of Alexander and
Barnes at July 1, 1971 (Schedule 1)
Cash investment of Randolph at
January 1, 1972

515,000
$

85,000
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$1,000,000
150,000
1,150,000
10%
$ 115,000

17,500
17,500
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(Schedule 5)

(Schedule 3)

Alexander, Randolph, and Ware
DISTRIBUTION OF PROFITS
For the Year Ended June 3 0 , 1972

Alexander, Randolph, and Ware
COMPUTATION OF ALEXANDER’S BONUS
June 3 0 , 1972
Cr. (Dr.)

Net income per books for year ended
June 30, 1972
Adjustments:
Interest expense on October 1 , 1971,
note payment
Charge of hospital expenses to
Alexander
Alexander’s salary
Amortization of goodwill
Adjusted net income after deducting
Alexander’s salary but before
deducting interest on partners’
capital investments
Bonus percent
Bonus

$137,900

(6,000)

Adjusted net income

$34,140

Randolph’s share of profits (20% x ½ )
Remaining balance to be shared equally:
Alexander
Ware

$ 3,414

3,600
(24,000)
(8,500)

103,000
4%
$ 4,120

(Schedule 4)
Alexander, Randolph, and Ware
COMPUTATION OF RETURN ON PARTNERS’ AVERAGE
CAPITAL INVESTMENT
For the Year Ended June 30, 1972
July 1, 1971 (Schedule 1)
August 1, 1971
September 1, 1971
October 1, 1971
November 1, 1971
December 1, 1971
January 1, 1972 (Schedule 2)
February 1, 1972
March 1, 1972
April 1, 1972
May 1, 1972
June 1, 1972
Total
Divided by number of months
Average capital balance
Interest rate
Interest expense

Alexander

Randolph

$ 600,000
600,000
600,000
600,000
600,000
600,000
617,500
613,900
613,900
613,900
613,900
613,900
7,287,000
12
607,250
6%
$ 36,435

—
—
—
—
—
—
$115,000
115,000
115,000
115,000
115,000
115,000
690,000
12
57,500
6%
$ 3,450
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Ware

$400,000
400,000
400,000
411,000
411,000
411,000
428,500
428,500
428,500
428,500
428,500
395,500
4,971,000
12
414,250
6%
$ 24,855

15,363
15,363
$34,140
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Answer 6
a.

See column A of the worksheet on page 39.

It is important to remember that statistical sampling is
performed during an audit in conjunction with many other
auditing procedures. From a judgmental point of view, the
auditor may wish to analyze logically the characteristics
which did not meet the sampling objectives and consider
other auditing techniques to satisfy himself as to the opera
tion of the system. The noncritical characteristics which
did not meet the sampling objectives may be related; i.e.,
the mathematical errors the auditor discovered among the
invoices could be directly related to the fact that accounting
personnel are not performing this operation at an acceptable
level. Analyzing the specific exceptions may disclose a
pattern of activity (such as poor quality work by one
employee) which may suggest that the auditor or possibly
the client undertake work which is not readily susceptible
to statistical sampling. Likewise, the critical characteristic
of uncanceled vouchers and related documents suggests
the possibility of duplicate payments and the potential for
diverting corporate funds to personal use. Again, analysis
and follow-up of the specific exceptions discovered in the
sample may suggest better procedures than additional
statistical sampling to resolve the problem.

b.

1. See column E of the worksheet.
2. See column H of the worksheet.
3. The noncritical characteristics, items 3a, 3b,
and 6c, and the critical characteristic, item 7,
did not meet their sampling objectives.
From the point of view of statistical sampling, the sample
results indicate weaknesses in the operation of the system
because of possible error rates above levels acceptable to
the auditor. At this point, the auditor has no idea of the
dollar magnitude of the errors in the population and the
relative materiality of such errors on the financial state
ments. He merely knows with 95% confidence that errors
may be occurring at a maximum rate unacceptable to him.
The auditor may wish to expand his statistical testing of
these particular characteristics to gain a more precise
definition of the probable error rate. Or, he may wish to
design a sampling plan which will allow him to measure
at an acceptable probability the dollar-value magnitude of
these errors in the population to give him evidence for
evaluating materiality.

38

39
300

CRITICAL
-----------7. Voucher and re la te d documents canceled.

8.

300

Vendor and amount on invoice in agree 

240

Proving mathematical accuracy
of invoice.

c.

b.

Comparison of invoice with
purchase order or check
request.
Comparison of invoice with
receiving rep o rt.
300

300

600

a.

6.

Evidence of Accounting Department
checks.

Account d istrib u tio n s correct.
Voucher c o rre c tly entered in voucher
r e g is te r

5.

4.

1,200
300

At or near

At or near
0

1. 5%

1 .3%

2.0%

.5%

. 3%

1.0$

1.4$

. 4%

240

Invoice mathematically accurate.
a. Extensions
b. Footings

300

NONCRITICAL
1. Invoice in agreement with purchase
order or check request.
2. Invoice in agreement with receiving
report.

3.

1.1%

Size

3

4

.75%

2

2

3
3

4

2

3

95%

95%

95%

95%

95%

95%

95%

95%

95%

95%

Level)

(Confidence

Upper P reci 

Error
sion Limit

R e lia b ility

Specified

Estimated
Rate ____

Column D

Column C

Column B

___________ CHARACTERISTICS____________

Sample

YEAR 1
Column A

Levelland, Inc.
VOUCHER TEST WORKSHEET
Years Ended December 31

400

460

240

340

340

240

340

460

240

340

_____Size

Sample

Required

YEAR 2
Column E

600

340

160

240

340

340

460

1,000

340

460

Size

5

10

2

2

1

2

22
10

2

4

____ Found

.

4%

3%

5%

4%

3%

2%

2%

4%

4%

2%

2%

____ Limit

Precision

Upper
Errors

Assumed
Sample

Column H

Column G
Number of

Column F
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Accounting Practice — Part II
November 2, 1972; 1:30 to 6:00
Answer 1
1.
2.
3.
4.
5.

b.
b
d
a
c
e

6.
7.
8.
9.
10.

d
a
b
e
c

11.
12.
13.
14.
15.

Mr. and Mrs. T axpayer

a
d
b
a
c

SCHEDULE OF CAPITAL GAINS AND LOSSES
For th e Y ear E nded D ecem ber 3 1 , 1971

Gain on sale of FGI stock:
Date of sale: April 4, 1971
Sales price for 700 shares
Deduct— basis:
Mr. Taxpayer— 600 shares
April 1, 1965— cash
$60,000
March 28, 1967—
subchapter S dividend
(9,600)
Year ended March 31, 1967—
subchapter S earnings
30,000
Year ended March 31, 1968—
subchapter S earnings
26,400
April 12, 1968—
subchapter S dividend
(14,700)
Adjusted basis— Mr. Taxpayer
92,100
Mrs. Taxpayer— 100 shares gift from
Mr. Father-in-law; carryover basis
plus gift tax paid
April 1, 1965—property—
400 shares
21,500
March 28, 1967—
subchapter S dividend
(6,400)
Year ended March 31, 1967—
subchapter S earnings
20,000
Year ended March 31, 1968—
subchapter S earnings
17,600
April 12, 1968—
subchapter S dividend
(9,800)
42,900
April 10, 1968—sale of 300 shares
ex-dividend to Mr. Outsider
32,175
Adjusted basis before gift tax
10,725
Gift tax paid
2,650
Adjusted basis— Mrs. Taxpayer
13,375
Total basis
Gain on sale of FGI stock
Growth Mutual Fund—long-term
capital gain
Exchange of land— gain recognized
to the extent of boot received
(mortgage assumed)
Total capital gains

Answer 2
16.
17.
18.
19.
20.

p .m .

d
c
a
a
a

21.
22.
23.
24.
25.

d
e
c
d
b

26.
27.
28.
29.
30.

c
a
b
e
b

Answer 3
a.
Mr. and Mrs. Taxpayer
SCHEDULE OF TAXABLE INCOME OTHER THAN
CAPITAL GAINS AND LOSSES
For the Year E nded D ecem ber 3 1 , 1971

Salary— FGI (3 months at $2,500)
Dividends:
FGI
$22,400
American Buyers, Inc.
900
Western Manufacturing, Inc.
350
Growth Mutual Fund
250
23,900
Less exclusion
200
Total dividends
Interest:
Brother
1,950
Central Savings and Loan
1,200
Total interest
Rental income—land
Other income:
Expiration of lease option
7,000
Medical insurance premiums
—
Termination of lease
—
Social security benefits
—
Total other income
Total taxable income other than
capital gains and losses

$ 7,500

23,700

3,150
9,500

7,000
$50,850
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$200,000

105,475
94,525
150

35,000
$129,675
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Answer 4
1972

a.

Paid-in capital in excess of
475,650
121,000
par (Schedule 5)
723,875
525,000
Retained earnings (Schedule 6)
3,212,625 2,316,000
Total
Less: 4,500 shares of treasury
—
121,500
common stock, at cost
Total stockholders’ equity $3,091,125 $2,316,000

N ickles, Inc., and Subsidiaries

CONSOLIDATED STATEMENT OF INCOME
For the Year E nded S ep tem b er 3 0 , 1972
W ith C om parative Figures fo r 1971
1971
(as re
stated)

1972

Net operating income
(Schedule 1)
Extraordinary charge— fire loss
Net income

$302,000
145,000
$157,000

$340,000
—
$340,000

(Schedule 2)
Schedule of Changes in Preferred Stock Account

(Schedule 1)
Computations of Consolidated Net Operating Income
1972

Balance at September 30, 1971
Issue of 8,000 shares to
stockholders of Wixon at a par
value of $ 15 per share
Balance at September 30, 1972

1971

Unconsolidated net operating income
of Nickles
$215,000
Add net operating income of Acme 125,000
Consolidated net operating income $340,000

1971
(as re
stated)

$190,000
112,000
$302,000

N um ber o f
Shares

A m ount

4,000

$ 60,000

8,000
12,000

120,000
$180,000

(Schedule 3)
Schedule of Changes in Common Stock Account
N um ber of
Shares

b.
N ickles, Inc., and Subsidiaries

Balance at September 30, 1971,
as previously reported
Retroactive adjustment for pooling
of interests— 51,000 shares at a
par value of $10
Balance at September 30, 1971,
as restated
Sale of shares:
Edwards, 4,500 at $10 par value
Morgan, 5,500 at $10 par value
Balance at September 30, 1972

CONSOLIDATED BALANCE SHEET
As o f S ep tem b er 30 , 1972
W ith C om parative Figures fo r 1971
1972

Stockholders’ equity
$1 cumulative preferred stock,
par value $15 per share,
shares authorized 500,000;
issued and outstanding 12,000
(4,000 in 1971) (Schedule 2)
Common stock, $10 par value
per share,
shares authorized 1,000,000
shares issued 171,000
(161,000 in 1971),
shares outstanding
166,500 with 4,500
treasury shares
(161,000 in 1971 with
no treasury shares)
(Schedule 3)
Shares to be issued:
Subscribed 10,000 shares
Dividend payable 2,310 shares
(Schedule 4)

$180,000

1971
(as re
stated^

$ 60,000

A m ount

110,000 $1,100,000

51,000

510,000

161,000

1,610,000

45,000
4,500
55,000
5,500
171,000 $1,710,000

(Schedule 4)
Calculation of Number of Shares to Be Issued for
Common Stock Dividend

1,710,000

Shares of record as of September 27, 1972:
Outstanding at September 30, 1971
Issued:
Edwards, January 17, 1972
Morgan, May 5, 1972
Purchased:
Edwards, September 14, 1972
(held in treasury)
Shares dividend based on

1,610,000

100,000
23,100
1,833,100

Dividend rate
Shares to be issued (115,500 x .02)

1,610,000

41

110,000
4,500
5,500

(4,500)
115,500
2%
2,310
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(Schedule 6)
Schedule of Changes in Retained Earnings

(Schedule 5)
Calculation of Paid-in Capital in Excess of Par
Balance at September 30, 1971,
as previously reported
Retroactive adjustment for pooling
of interests [Acme common stock
account balance at September 30,
1971, $631,000, less amount assigned
to par value of Nickles common stock
issued to Acme stockholders, $510,000
(Schedule 3)]
Balance at September 30, 1971,
as restated
Sale of common stock at $15 per
share above par ($25-$10):
Edwards (4,500 shares)
Morgan (5,500 shares)
Trenton (10,000 shares)
Common stock dividend [2,310 shares
(Schedule 4) at $15 above par (market
value of $25 less par of $10)]
Issuance of preferred stock for purchase
of Wixon [fair value of Wixon—
$ 140,000 less amount assigned to
par value of preferred stock— $120,000
(Schedule 2)]
Balance at September 30, 1972

$

Balance at September 30, 1970,
as previously reported (balance at
September 30, 1971, $622,000, less
1971 earnings, $190,000, plus 1971
dividend, $4,000)
Preferred stock dividend
Retained earnings of Acme at September
30, 1970
Consolidated income for year ended
September 30, 1971
Balance at September 30, 1971,
as restated
Cash dividends:
Preferred (4,000 shares x $1)
Common [115,500 shares (Schedule 4)
x $1.25]
Stock dividend [2,310 shares (Schedule 4)
x market value of $25]
Consolidated income for year ended
September 30, 1972
Balance at September 30, 1972

—

121,000
121,000

67,500
82,500
150,000

34,650

20,000
$475,650
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$436,000
(4,000)
(147,000)
240,000
525,000
(4,000)
(144,375)
(57,750)
405,000
$723,875
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Due to o th e r funds

D ebits

C re d its

Cash
Due from o th e r funds

$238,900

$425,500

200,000
3,000
12,100

Bonds payable
Premium on bonds pay ab le
Fund balance
Vouchers payable
Investm ent in g e n e ra l f ix e d a s s e ts — g e n e ra l
fund revenue
Reserve f o r encumbrances
Reserve fo r in v e n to ry o f s u p p lie s
E stim ated u n c o lle c tib le c u r r en t ta x e s

*A lte r n a tiv e ly :

$102,000
108,400

$ 425 , 500

A p p ro p riatio n s
Revenues

C re d its

114,100

E stim ated revenues
Equipment
Encumbrances
In v en to ry o f s u p p lie s
Taxes re c e iv a b le — c u rre n t
Amount to be p ro v id ed f o r th e payment o f term bonds
Amount a v a ila b le in deb t s e rv ic e fund — term bonds

Balance
$238,900
7 2 ,5 00

D ebits

Fund T r ia l

O perating

(6)
(6)

$203,000

$468,700

200,000
3,000

(2)
33,000
(3)
5,000
(4)
1,700
(5)
12,000
(7) 197,000
(7)
3,000

(1 ) $ 14,000

D ebit

$203,000

$468,700

$203,000

$238,900

$255,200

5,000
1,700
5,400

(2) 33,000
(3)
5,000
(4)
1,700
(5)
5,400

(1 )

12,100
14,000

$102,000
115,000

$255,200

5,000
1,700
12,000

114,100

$ 35,900
86,500

Fund

G eneral

14,000

(7) 200,000

(5)$ 6 ,600
(6) 203,000

C re d it

A djustm ents _____

City of Happy Hollow
WORKSHEET TO CORRECT TRIAL BALANCE
December 31, 1971

Cash
E xpenditures

Answer 5

Debt

$3,000

$3,000

$3,000

$3,000

$3,000

Fund

S erv ice

C a p ita l

$200,000

$200,000

$200,000

$200,000

$200,000

Fund

P r o je c ts

$33,000

$33,000

$33,000

$33,000

A ssets

Fixed

G eneral

G eneral

$200,000

$200,000

$200,000

$197,000
3,000

Debt

Long-Term
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City of H appy Hollow
WORKSHEET ADJUSTMENTS
December 31, 1971
(Not Required)

(6)
Bonds payable
Premium on bonds payable
Revenue
To reclassify proceeds of bond
issue as revenue.

(1)
D ebit

Expenditures
Vouchers payable
To record liability for items
received but not paid for at
December 31.
(2)
Equipment
Investment in general fixed
assets— general fund revenue
To record purchase of equipment
from general fund revenue.

Credit

Debit

Credit

$200,000
3,000
$203,000

$14,000
$14,000
(7)
Amount to be provided for the
payment of term bonds
Amount available in debt service
fund— term bonds
Bonds payable
To record bond issue and amount
available for retirement of
bonds.

33,000
33,000

197,000
3,000
200,000

(3)
Encumbrances
Reserve for encumbrances
To record encumbrances for
outstanding purchase orders at
December 31.
(4)
Inventory of supplies
Reserve for inventory of supplies
To record December 31 inventory
of supplies.

b.

5,000
5,000

Balance sheet— as of December 31, 1971.
Analysis of changes in fund balance— for 1971.
Statement of revenue— actual and estimated—for 1971.
Statement of expenditures and encumbrances compared
with authorizations— for 1971.

1,700
1,700
(1)
Debit

Revenues
Fund balance
Estimated revenues
To close actual and estimated
revenues for 1971.
(2)
Appropriations
Fund balance
Expenditures
Encumbrances
To close appropriations, expendi
tures, and encumbrances for
1971.

(5)
Taxes receivable—current
Estimated uncollectible current
taxes
Revenue
To record taxes receivable and
estimated uncollectible taxes.

12,000
5,400
6,600

$102,600 = $108,000.
Total tax levy = -----------95%
Taxes receivable = $108,000 - $96,000 3= $12,000.
Estimated uncollectible taxes = 5% x $108,000 =
$5,400.
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Credit

$115,000
$900
114,100

102,000
10,500
86,500
5,000

Auditing
November 2, 1972; 8:30 a.m . to 12:00 M.
Answer 2

Answer 1
1.
2.
3.
4.
5.
6.

b
a
c
c
d
b

7.
8.
9.
10.
11.
12.

d
c
a
d
b
d

13.
14.
15.
16.
17.
18.

19.
20.
21.
22.
23.
24.

b
c
c
d
a
a

Answer 3
Step
A

b
a
b
c
a
c

25.
26.
27.
28.
29.
30.

b
c
a
d
d
d

31.
32.
33.
34.
35.
36.

b
c
d
d
c
a

Control
Procedures

Possible Errors
or Discrepancies

1. Time may be improperly reported by employees.

1. (a) Timekeeping for payroll hours should be an inde
pendent function.
(b) Time clocks should be used under the observa
tion of timekeeping.
(c) Strict rules should be enforced requiring each
employee to punch his own time card.
(d) Timekeeping should make periodic floor checks
of employees on duty.

2. Payroll may be padded by timekeeper.

2.

3. Employees may work unauthorized overtime hours.

3. A procedure for authorization of overtime should be
devised, and timekeeping should determine that re
quired authorizations are made.

B 4. Employees may not work effectively during the
hours reported to timekeeping. Also, they may
disguise inefficiencies by spreading excess hours to
other jobs.

4.

(a) Employees should be paid directly by paymaster.
(b) Personnel department should advise payroll audit
and control and the computer department of new
hires and terminations.

(a) Employees should report hours by job, preferably
by use of a time clock.
(b) Supervisor should review and approve job tickets,
and timekeeping should check to see that these
approvals are made. (The effectiveness of this
system depends upon the supervisor’s ability to
evaluate the time spent on particular jobs and
his conscientious review of the job tickets.)
(c) Employees should be instructed to assign actual
hours to jobs. Either the supervisor or timekeep
ing should enforce this policy.

5. Overtime work on a job may not be authorized,
and the job may not be charged at the premium
overtime rate.

5. Timekeeping should check required authorizations and
appropriately note hours that should be charged at the
premium rate.

C 6. Job tickets and time cards may not be in balance.

6. Absolute balancing may be impractical or unnecessary
for cost accumulation, allocation, or control; reason
able difference limits should be established by appro
priate authority. Assuring that differences fall within
established limits can be accomplished by:
(a) Having timekeeper balance hours per time card
with hours per job tickets and resolve differences;
or,
45
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Step

Possible Errors
or Discrepancies

Control
Procedures

(b) Programming computer to zero balance total
hours on job tickets with total hours on time
card by employee. Differences which exceed
established limits would be printed out as excep
tions for follow-up by payroll audit and control
and/or timekeeper.
D 7. Time cards and job tickets may be lost in transit
from timekeeping to payroll audit and control.

7. (a) Timekeeping should promptly forward time cards
and job tickets accompanied by a transmittal slip
denoting the number of employees for which time
is being reported. Payroll audit and control
should reconcile the number of employees re
ported with the master-payroll record, consider
ing employees on vacation, illness, etc.
(b) To assure that all cards have been accounted for,
timekeeping can prepare a hash total of employee
numbers for both time cards and job tickets.
These totals can be included in the transmittal
slip described under (a) above.

8. Payroll audit and control may total hours incor
rectly in preparing the control total for the batch
transmittal form.

8. If this is a frequent error, payroll audit and control
should recompute all control totals. If it is an infre
quent occurrence, it can be handled as an exception
printout from the computer.

9. Time cards and job tickets may be lost in transit
from payroll audit and control to data preparation.

9. Payroll audit and control should batch time cards and
related job tickets. A consecutively numbered trans
mittal sheet should accompany each batch and con
tain a control total, such as total hours. This control
total should be compared to total shown by keypunch
machine.

10. Keypunch operator may transcribe data incorrectly.

10. Keypunching should be verified by another operator.
Errors also will be detected through use of batch
controls.

11. The employee identification number may have been
recorded or carried forward improperly.

11. Employee identification numbers should contain a
self-checking digit and the computer should be pro
grammed to test the validity of each employee’s
number.

F 12. Time cards and job tickets may be lost in transit
from data preparation to the computer.

12. Supplementing the programmed computer checks, pay
roll audit and control should check the computer out
put hours against its input log.

13. Errors detected by programmed computer controls
may not be reentered in the system.

13. Payroll audit and control should maintain an error log.

E
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Auditing

Answer 4

(d) Determination of whether related retirements
have been recorded in connection with his
examination of construction work orders and
other plant additions.
(e) Follow-up on salvage credits or gains and losses
from property disposal by reviewing miscella
neous income accounts, miscellaneous cash
receipts, etc.
(f) Inquiry about or visits to major property addi
tions from prior years. (The extent of the
auditor’s inventory of physical plant depends
upon his assessment of the effectiveness of
client procedures for recording additions and
retirements.)
(g) Follow-up on discrepancies noted in the client’s
last physical inventory of plant.
(h) Investigation of instances of reduced insurance
coverage or property tax assessment.
(i) Review of depreciation schedules and income
tax returns.

a. Coordination of the examination of balance-sheet ac
counts and income-statement accounts recognizes the
interrelationship among these accounts and the normal
transaction flow from asset to expense. Nearly all in
come account transactions involve an offsetting entry
to a balance-sheet account. Thus, the procedural tests
that the auditor performs to test internal control (tests
of cash, disbursements, payroll, materials, and sales)
provide him with substantiation for both balance-sheet
and income-statement accounts. Similarly, his cutoff
tests help him to evaluate the propriety of revenue
recognition (which simultaneously creates an asset) and
to identify the incurrence of expense and its corollary,
liability creation or asset diminution. Because these ac
counts are related, failure to properly plan and coordi
nate the examination could lead to duplication of effort
or to omission of procedures.
b. 1. In evaluating the Allowance for Doubtful Accounts
Receivable, the auditor will perform the following:
(a) Compare the allowance as a percentage of
receivables and the year’s provision as a
percentage of credit sales to prior years’ per
centages and evaluate reasonableness in terms
of current economic conditions and credit
policies.

Answer 5
a. 1. The objectives of the engagement letter are to
(a) Make sure that the CPA and his client are in
agreement as to the nature of the engagement.
(b) Inform the client about the scope of the CPA’s
work and what may be expected to result.
(c) Provide a written record of the responsibilities
assumed by the CPA and those retained by the
client. (This understanding protects both the
CPA and his client.)

(b) Review an aging of accounts receivable and in
vestigate the collectibility of overdue accounts.
(c) Discuss collection problems and the adequacy
of the Allowance for Doubtful Accounts Re
ceivable with the credit manager or other
responsible employee. (It may be necessary to
extend this discussion to the company attorney
or collection agent.)

2. The CPA usually prepares the engagement letter as
a follow-up to a verbal understanding that he and
his client have reached. It is desirable that the client
endorse and return an approved copy of the engage
ment letter to the CPA. It also is acceptable for the
client to prepare his own letter summarizing his un
derstanding of the nature of the engagement.
3. Preferably the engagement letter should be sent at
the beginning of the engagement so that misunder
standings, if any, can be remedied.
4. Obviously, the engagement letter will be most useful
in clarifying misunderstandings on a first engage
ment. But it is desirable that the letter be renewed
periodically. Client personnel or the nature of the
engagement may change, and the resubmission of the
letter gives both parties an opportunity to review the
circumstances. Accordingly, for recurring examina
tions of financial statements, it is appropriate to
prepare an engagement letter at the start of each
examination. For other continuing engagements, the
engagement letter also should be updated period
ically—probably on a yearly basis.

(d) Follow up on confirmation responses and non
responses that indicate collection problems.
(e) Evaluate the reasonableness of cash collections
of accounts receivable during the subsequent
period.
2. The auditor may detect unrecorded retirements of
plant, property, and equipment from the following
procedures:
(a) His tour of the company plant noting inactive
or obsolete equipment.
(b) Inquiry about retirements and replacements
during interviews with operating personnel.
(c) Inquiry about retirements related to operations
that have been discontinued, curtailed, or
modified during the year. (Such evidence may
arise from review of the minutes or a variety
of other sources.)
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b. 1. The objectives of the client’s representation letter
are to

cial statements. Many individuals do not under
stand the varied nature of the CPA’s work and
misinterpret any rendering of accounting services
as implying that an audit has been performed. The
engagement letter will provide additional clarifica
tion at a propitious time, before the work is done.
Also, the engagement letter protects the CPA
against later claims that he agreed to perform an
audit.

(a) Provide written documentation for the client’s
replies to inquiries made by the CPA in the
course of his examination of the client’s finan
cial statements. This is particularly important
for information that is not shown in the ac
counting records or might not otherwise be
discovered.

2. Client representations are intended only to comple
ment the auditor’s procedures, not to substitute for
them. Accordingly, there usually will be little ad
vantage in obtaining them in connection with un
audited financial statements. In certain cases,
however, it may be advisable to obtain client rep
resentations, but if the CPA has reservations about
unaudited financial statements with which he is as
sociated, he cannot rely upon a client’s representa
tion to relieve him of responsibility for describing
these reservations in his disclaimer of opinion.

(b) Avoid misunderstandings as to client repre
sentations and force the client to consider
the correctness of his representations.
(c) Remind the client of his primary responsibility
for the financial statements.
(d) Complement (rather than substitute for) the
CPA’s examination of the financial statements.
2. Representation letters should be prepared on the
client’s stationery and signed by appropriate officers
and employees. In most cases the CPA will draft
the representation letter, but the officer or employee
must accept the statements in the letter as his own
representations.

Answer 6
a. Inherent limitations that should be recognized in con
sidering the effectiveness of any system of internal con
trol follow:

It is important that the representation letter be
signed by one or more officers or responsible em
ployees who are knowledgeable about the particular
area or activity reported upon. For example (and
depending on the circumstances), the company sec
retary might prepare the representation concerning
minutes of the board of directors, the controller
might affirm the fair presentation of the financial
statements and recording of liabilities, and the
purchasing agent might report on purchase com
mitments.

1. In the performance of most control procedures,
errors can result from misunderstanding of instruc
tions, mistakes of judgment, carelessness, or other
personal factors.
2. Control procedures, the effectiveness of which de
pends upon segregation of duties, can be circum
vented by collusion.
3. Control procedures can be circumvented intention
ally by management with respect to

3. All client representations should be obtained before
the end of field work. If the representation letter
refers to events occurring in the subsequent period,
it is appropriate that the letter be signed, dated, and
delivered to the auditor on the last day of field
work.

(a) The execution and recording of transactions.
(b) The estimates and judgments required in the
preparation of financial statements.
4. Projection of a current evaluation of internal con
trol to future periods is subject to the risks that

4. Client representation letters are evidential matter
supporting the auditor’s opinion. Accordingly,
they should be prepared for each succeeding ex
amination of financial statements. If the auditor’s
report is updated, he should obtain from the client
an additional representation as to events occurring
subsequent to the date of his previous report.
c.

(a) Procedures may become inadequate because of
changes in conditions.
(b) The degree of compliance with procedures
may deteriorate.
A satisfactory system of internal control can be
expected to provide reasonable, but not absolute,
assurance that its objectives will be accomplished.
Conversely, weaknesses in a system do not necessarily
mean that errors and irregularities will occur.

1. The CPA definitely should prepare an engagement
letter if his responsibilities involve unaudited finan
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b.
Examination of
Financial Statements

Special Study

1. Objective:
(a) Purpose of review is to establish a basis for
relying upon internal control in determining
nature, timing, and extent of tests to be ap
plied in the examination of financial statements.
(b) CPA performs his review of internal control
as an intermediate step in formulation of his
opinion on financial statements.

1. Objective:
(a) Purpose of review is to form conclusions con
cerning the functioning of the Company’s sys
tem of internal control.
(b) CPA cannot form an opinion on financialstatement presentation because he does not
perform the additional auditing procedures
necessary for an opinion.

2. Scope:
(a) Review includes the procedures required for
auditor’s examination of financial statements.

2. Scope:
(a) Scope of review will vary among engagements
according to the specific objectives and ar
rangements of each engagement.
(b) Breadth of review is usually wider; e.g., it may
include review of administrative controls as
well as internal accounting controls.
(c) Study may or may not include testing of client’s
system.

(b) Review always includes some testing of internal
control.

3. Report:
(a) Report is end product of CPA’s review.

3. Report:
(a) CPA makes no specific reference to internal
control in his short-form report on financial
statements, but the adequacy of his review is
subsumed in his statement that he has con
ducted his examination in accordance with
generally accepted auditing standards and
accordingly has included such tests of the
accounting records and such other auditing
procedures as he considered necessary in the
circumstances. Weaknesses in internal control
are disclosed where this is appropriate.
(b) The CPA may comment on weaknesses in
internal control and suggestions for improve
ment in a supplemental memorandum to his
client.

(b) CPA includes in his report:
(1) A description of purpose and' scope of
study.
(2) An indication of whether scope of study
included testing of system.
(3) Objectives of internal control and rela
tionship of costs and benefits.
(4) Limitations of study.
(5) Weaknesses disclosed by study.

c. The principal issues here are (1) the usefulness of the
report on internal control to a third party such as the
Fourth National Bank and (2) the potentially mislead
ing effect of such a report when it is associated with
unaudited financial statements.
While it is evident that reports on internal control
can serve a useful purpose for management, regulatory
agencies, and other independent auditors, the usefulness
of such reports to the general public is questionable.
Members of the latter group are not directly concerned
with internal control and rarely are in a position to

take direct action as a result of reports thereon. How
ever, such a report could be useful in making decisions
about the quality of management. Further, the effective
ness of internal control affects the reliance that may be
placed upon unaudited financial statements. The dan
ger in both of these uses is that unwarranted conclu
sions may be based upon the evaluation expressed in
the report.
Management generally has the responsibility of de
termining the usefulness of a report on internal control
to the general public, but a CPA in no event should
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authorize this report to be issued to the general public
in a document that includes unaudited financial state
ments because the CPA’s description of his review
might cause readers to believe that the financial state
ments have been audited. (For this reason the CPA
does not report in his disclaimer the auditing proce
dures that he may have performed in connection with
unaudited financial statements.)
Tiber should appropriately inform the bank that the
financial statements are unaudited and that the report
on internal control is presented only as a source of gen
eral information about the Company and its manage
ment. The risk of misunderstanding will be reduced if
Mr. Burns adopts a form of report on internal control
that describes in reasonable detail the objectives and
limitations of his review. If the unaudited financial
statements are identified in any way with Mr. Burns,
they should be accompanied by his disclaimer of
opinion.

statistically sound, it is further backed by the
mathematical concepts of probability theory. A
100% verification does not add significantly to
the auditor’s degree of assurance. High accuracy
and protection against fraud are better provided by
a good system of internal control and adequate
bonding of employees.
5. On most engagements the cost of checking every
transaction would be excessive in terms of the
benefits derived.
6. Finally, a 100% examination unduly delays com
pletion of the audit and issuance of the audited
financial statements.
Statement 2

a. This statement is untrue if the CPA is fulfilling his
responsibilities.
b. It is fallacious to assume the following:

Answer 7

1. That the attest function has no value to the users
of financial statements.

Statement 1

2. That the auditor renders no service beyond the
furnishing of his opinion.

a. Each sentence of this statement is partially true:
1. Test checking is used extensively on most audits.

Perhaps the best indication of the value of the audi
tor’s report is that it is so often insisted upon by the
users of financial statements. The auditor alerts users
to improper or inadequate reporting by means of a
qualified opinion. When his opinion is unqualified the
auditor increases the reliance which users may place
upon the financial statements. It is likely that the qual
ity of reporting is improved by the certainty of an audit
and by the desire for an unqualified opinion.
The auditor fulfills a vital social role. An example
is his contribution to the maintenance of orderly capital
markets and improvement of the efficiency of the econ
omy by reducing the risk premium that investors re
quire in their return on investment.
In addition to rendering an opinion on financial
statements, the auditor usually plays an important ad
visory role in their preparation. He also furnishes ad
vice to his client on control and other financial
matters and makes general management suggestions.

2. The auditor’s judgment is involved in selecting the
sample, either directly or through choice of statis
tical design.
3. A system of 100% verification would detect errors
and protect to some extent against fraud.
b. Areas of misconception, incompleteness, or fallacious
reasoning included in this statement are the following:
1. The auditor does not perform all parts of his ex
animation on a test basis. For example, he reviews
minutes for all meetings of the board of directors
and examines all material contracts and agreements.
2. The statement ignores the importance of the audi
tor’s review and testing of internal control. This is
the basis for his determination of the extent of his
examination. If internal control is weak, he may
review every transaction during the transaction
period. However, such a review is not a perfect
substitute for good internal control. A 100% veri
fication may not detect sophisticated errors or
frauds.

Statement 3

a. 1. The first sentence of this statement is partially t r ue.
It is important to read the footnotes to financial
statements because they provide important supple
mentary information.

3. Competent exercise of judgment is one of the audi
tor’s skills. Deficiencies in the exercise of this skill
are possible, but a 100% verification also may be
performed improperly.

2. Footnotes often pertain to complex matters and are
presented in technical language. Certainly it must
be acknowledged that sometimes they could be pre
sented in a clearer form.

4. The historical experience of the auditing profession
supports the conclusion that material misstatements
are disclosed by test checking. If the sampling is
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3. The statement incorrectly assigns management’s pri
mary responsibility for the financial statements and
footnotes to the auditor. The auditor’s relationship
to the footnotes is the same as his relationship to
the balance sheet and other financial statements;
his actions are governed by the same reporting re
sponsibilities and liabilities to interested parties.

3. To the extent the footnotes supplement disclosures
in the body of the financial statements, they could
reduce the auditor’s exposure to third-party liability.
(Note that the disclosure must be supplementary,
not contradictory.)
b. 1. This statement is flatly wrong in asserting that the
footnotes can be used to correct or contradict
financial-statement presentation. Footnotes are an
integral part of the financial statements. If there is
contradiction or if the presentation is incomprehen
sible, this constitutes inadequate reporting and re
quires comment in the auditor’s report.

4. Because footnotes are prepared by management, the
auditor cannot control their content. Other advisers,
e.g., legal counsel, will influence the wording of
footnotes. The auditor properly should recommend
improvements in presentation, but he will only make
an opinion exception if disclosure is inadequate or
so unclear as to be misleading.

2. The statement fails to recognize that the need for
accuracy and completeness sometimes overrides the
desire for clarity.

51

Business Law
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Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

False
True
True
True
False
True
False
True
True
True

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

True
True
False
False
False
True
True
True
True
True

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

True
False
True
False
True
False
True
True
True
False

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

True
False
True
False
True
True
False
True
True
False

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

True
True
False
False
True
False
False
False
False
True

71.
72.
73.
74.
75.
76.
77.
78.
79.
80.

False
True
False
True
False
True
True
False
False
False

81.
82.
83.
84.
85.
86.
87.
88.
89.
90.

False
True
False
True
True
True
False
True
False
False

its surplus provided, however, that the cash and
other assets remaining are adequate to keep the
corporation solvent under the applicable corporation
statute.
3. The illegal payment of dividends results in several
legal consequences. First, directors are personally
liable for the declaration of dividends which impair
a corporation’s capital. The employment of corpo
rate funds for purposes ultra vires would also result
in the directors’ personal liability. To avoid liability,
it is usually incumbent on a director to register his
dissent to such corporation action. In any event,
the directors are, under the usual rule, not liable
to the corporation, its creditors, or its shareholders
unless they have willfully or negligently declared
and paid illegal dividends. Barring circumstances
which would cause directors to doubt the validity
of reports from corporate officers, they may rely
upon financial statements prepared by such officers.

Answer 2
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

True
False
True
False
False
False
False
True
True
False

m.

a. 1. Dividends become a debt of the corporation if duly
and publicly declared. Under these circumstances,
a stockholder may recover the debt against the
corporation. Thus, a stockholder’s right to a divi
dend vests when the dividend has been declared
unless the dividend is illegal, ultra vires, fraudulent,
or properly revoked before public notice of the
declaration is given.

b. 1. Yes. At common law, and in most jurisdictions by
statute, a stockholder, frequently one with a speci
fied percentage of ownership, has the right to in
spect, personally or by agent, corporate books and
records for a legitimate purpose. The minutes, con
tracts, reports, and other information sought by
Moffat would generally come within the books
and records subject to inspection by stockholders.
The stockholder’s right to inspect is qualified,
not absolute, and may be exercised only for a
legitimate purpose. Examples of proper purposes
include the ascertainment of the financial condition
of the corporation, the propriety of dividends, and
the existence of mismanagement. This right may
be abridged where the corporation can show that
the stockholder has an improper purpose in mind,
such as to learn business secrets to aid a competitor,
to obtain customer lists for personal purposes,
merely to embarrass management, or merely to
satisfy idle curiosity. Here Moffat’s purposes are
entirely proper and not hostile to the corporation.
Accordingly, he, his accountant, and his attorney
are entitled to inspect relevant books and records
for the purpose of determining the financial con
dition of Kramer in connection with questions of
nonpayment of dividends and waste of corporate
assets.

2. Dividends generally may be paid out of surplus (as
defined by state law) insofar as the corporation is
not rendered insolvent thereby. Hence, a corpora
tion may pay a dividend up to, but not in excess of,

2. Yes. It is generally accepted that a stockholder
has a right to participate in the profits of the cor
poration through the receipt of dividends. This
right is subject to certain limitations. The usual

Answer 3
61.
62.
63.
64.
65.
66.
67.
68.
69.
70.

True
True
True
True
False
False
False
True
False
False

Answer 4
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Uniform Commercial Code provides an exception to
the Statute of Frauds where goods are “specially manu
factured for the buyer and not suitable for sale to others
in the seller’s business and the seller before notice of
repudiation is received . . . has made a substantial
beginning of their manufacture.” Under the facts of
the case, it would appear that the exception clearly
applies and that Beck is liable under the oral contract.

tests are that payment of ordinary dividends must
not render the corporation insolvent nor impair
its capital as defined by the pertinent corporation
statute. Some statutes provide that dividends may
be paid only out of surplus (as defined by state
statute). Assuming that these requirements are
met, the general rule is that it is within the sole
discretion of the board of directors whether or not
to declare a dividend, and barring an abuse of
discretion, the courts will not interfere. A stock
holder may bring a suit, however, to compel the
declaration of a dividend where there is a clear
abuse of discretion by the directors, such as where
their failure to pay dividends constitutes fraud or
is to further their own personal purposes or other
wise evidences their bad faith.
Here the directors clearly appear to be abusing
their discretion in withholding dividends so that
unprofitable operations may be undertaken and
higher salaries and bonuses may be paid to officers
serving on the board. Even if the expanded oper
ations were needed for competitive reasons, funds
for expansion should be raised, at least in part, by
new financing.

B. Yes. The Uniform Commercial Code provides that “an
order or other offer to buy goods for prompt or current
shipment shall be construed as inviting acceptance either
by a prompt promise to ship or by prompt shipment . . .
of the goods.” Since Kell promptly shipped the goods,
a unilateral contract was formed. Once the contract
was formed, any attempt by Thompson to cancel his
order would be ineffective and any subsequent loss of
the goods would fall upon him, thus obligating him
to pay.
C. No. The Uniform Commercial Code specifically states
that where goods are purchased “with all faults” that
no implied warranty protection is available to the buyer.
Since no express warranties were given, the buyer must
pay the full amount of the purchase price agreed to
under the terms of the contract of sale.

3. A stockholder may bring an individual or personal
suit against the corporation to redress a wrong
clearly done to him individually, such as an action
for refusal to allow an inspection of corporate
records. Where the wrong is primarily to the
corporation, the action should be brought by the
corporation itself, such as where the directors have
been guilty of fraud or other breach of fiduciary
duty to the corporation causing a waste of corporate
assets. If the corporation, through its directors,
refuses to bring the suit, a stockholder may bring
a derivative suit for, and on behalf of, the corpo
ration. Where the injury is to the corporation as
well as its stockholders, as the case appears to be
here, the proper form of action is not clear. Some
courts hold that the suit is derivative in character
while others hold that the action is an individual
one. The question is important because various
legal requirements are applicable only to derivative
suits. The better view would appear to be that
an action to compel the declaration of a dividend
gives rise to a direct action by a stockholder. There
fore, Moffat should bring an individual action on
his own behalf, naming the corporation and its
directors as party defendants.

D. No. The Uniform Commercial Code provides that
“where a . . . delivery of goods so fails to conform
to the contract as to give a right of rejection, the risk
of their loss remains upon the seller until cure or ac
ceptance.” If the fire and resulting damage to the gears
was not an intentional act of Kell’s or due to his negli
gence, under the facts of the problem, Rosser retains
the risk of loss because the goods were nonconforming.
Consequently, he must assume the loss upon their
destruction, despite receipt by the buyer. However, if
the fire and damage were intentional or due to Kell’s
negligence, Kell would be liable for the fair market
value less salvage, if any, of the gears. Rosser has a
legal right to the exercise of reasonable care by Kell
in holding the gears.
Answer 6
A. Yes as to risk of loss. No as to insurable interest. Since
the contract was FAS Vessel at Western’s home port,
the risk of loss remains with Western until the goods
arrive and are unloaded at that point. However, the
Uniform Commercial Code provides for “an insurable
interest in the purchaser of goods upon identification
of existing goods to the contract.” Thus, under the
facts presented, identification to the contract having
been clearly made, Foley can recover from Adams for
any insured loss. If Adams pays Foley, Adams will be
subrogated to any rights Foley would have against
Western.

Answer 5
A. Yes. Although the contract of sale equals or exceeds
$500 and hence is within the Statute of Frauds, it is
enforceable without a writing if otherwise valid. The
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B. Yes.

made to Helms and set aside the lien given to
Honea.
The payment on the mortgage would not be
considered as preferential treatment since the
creditor is secured. Thus, the Trustee could not
void the transaction.
The lien arising from the judgment obtained by
Miller would be voided because it was obtained
within four months preceding the filing.

a. The usual policy of life insurance contains an “in
contestability clause” which provides that the insur
ance company cannot contest the validity of the
policy for a misrepresentation if the insured lives
for two years or more. Thus, Flack’s misrepresen
tation about his health will not prevent recovery.
b. An insurable interest in the life of the insured need
only be present at the time the insurance policy is
taken out. Furthermore, a partnership has an in
surable interest in the life of each of its partners.

b. Generally speaking, only general (i.e., unsecured)
creditors may vote to accept or reject plans of
arrangements and participate in dividends. Secured
creditors may do so only if they waive their security
or if, on foreclosure, there is a deficiency. A creditor
with a voidable security interest that has been
avoided is, of course, a general creditor. Thus, with
respect to the creditors involved,

C. $2 million. One of the risks assumed by an insurer is
the negligence of the insured, including its employees.
Thus, despite Cragsmoore’s negligence, Foley can re
cover for the destruction of its warehouse and the
goods stored therein. In addition, the co-insurance
clause does not apply to a total destruction of the in
sured property. Hence, Foley will recover the face
amount of the policy. If Adams pays Foley, Adams
will be subrogated to any rights Foley would have
against Cragsmoore.

• Oliveros would not be able to vote or par
ticipate unless he waived his security or if, on
foreclosure, there was a deficiency.
• Miller would be allowed to vote and par
ticipate because the Trustee would void his lien as
described above.

Answer 7

• Helms would be allowed to vote and partici
pate because he is an unsecured creditor.

1. No. Before any of the given transactions can be acts
of bankruptcy, the debtor must be insolvent. On the
facts given, the debtor, Delta, is not insolvent for pur
poses of the Bankruptcy Act. In bankruptcy law, in
solvency exists only when the aggregate of the property
owned by the debtor is insufficient to pay his debts.
Although Delta’s current liabilities exceed its current
assets, its overall assets exceed its overall liabilities.
Hence, Delta is not insolvent and thus has committed
no act of bankruptcy.

• Honea’s right to vote and participate would
depend on the Trustee’s ability to set aside his lien
as described above. If the lien were voided, Honea
would be able to vote and participate as an unse
cured creditor; if not, Honea would not be able to
vote and participate unless he waived his security or
if, on foreclosure, there was a deficiency.
Answer 8

2. No. Although a voluntary petition can be filed by the
debtor at any time, the debtor must have committed
an act of bankruptcy before an involuntary petition may
be filed by the creditors. As discussed above, Delta
has not committed an act of bankruptcy.

a. 1. The balance sheet should include the mortgage as
a liability, thereby decreasing Bardlow’s net worth.
Although unaware of the mortgage prior to the
purchase of the plant site, Bardlow is deemed as a
matter of law to have had constructive notice of
it via recordation. In effect, Bardlow took the
property subject to the mortgage. While an offset
ting account receivable from Swinton should also
be legally recognized in conjunction with this liabil
ity, the fact that Swinton has fled the jurisdiction
would indicate the probable uncollectibility of the
account and thereby require the recordation of a
provision against this loss.

3. a. The transfers to Helms and Honea would be con
sidered preferential transfers because they were
made to creditors on account of an antecedent in
debtedness at a time when other creditors were not
paid. The Trustee can void such transfers provided
that they had been made within four months of
the filing of the petition and that the creditor re
ceiving the preference knew, or had reason to know,
that he was receiving preferential treatment.
Since both of these transfers occurred within four
months of the filing, the Trustee can void the
transfers if it can be shown that either Helms
and/or Honea knew, or should have known, that
the transfers were preferential. If the transfers were
voided, the Trustee could recover the payment

2.
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(a) Security State Bank. Even though Bardlow had
no knowledge of the mortgage, it acquired the
property subject to the mortgage. It incurred
no personal liability on the mortgage; however,
it risks the loss of the acquired property if the
mortgage is not satisfied. Bardlow has the right

Business Law

accounts receivable. Although the Uniform Commercial
Code generally applies to the transfer of accounts
receivable, it does not apply to the sale of accounts
receivable when they are part of a sale of an entire
business out of which they arose; thus, no recordation
of Ahab’s sale of the receivables is necessary. Further
more, by its nature, this transaction has nothing to do
with commercial financing. Also, since the cash was
received by Ahab in exchange for bona fide assets, the
Bankruptcy Act does not apply.

to protect this interest. If the mortgage con
tains a prepayment clause, Bardlow can protect
its interest by paying the entire amount out
standing plus interest. If the mortgage does
not contain a prepayment clause, Bardlow can
pay the arrearage and the balance over the
stated time. It might also be possible that the
mortgage contained an acceleration clause
whereby on default for a specified period of
time or upon conveyance of the property the
bank could demand a complete satisfaction
of the mortgage. Under these circumstances,
Bardlow can pay the entire amount to protect
its interest in the property. The bank cannot
refuse Bardlow’s payments under any of these
alternatives.

Ahab will also defeat the general creditors’ claims to
the rents it has collected. No recordation of the security
interests in rents is necessary under the Uniform Com
mercial Code. Any requirement for recordation regard
ing the rents under real property law would be satisfied
by the recitation in the recorded deed. To the extent
local real property law requires recordation of rental
assignments, the recitation of the security agreement
in the deed would satisfy such a requirement. Hence,
Ahab’s receipt of the rents is proper.

(b) Swinton. Bardlow has the right to sue on the
covenants contained in the warranty deed or
to proceed against him on the basis of mis
representation or fraud. Since Swinton is
probably insolvent and has fled the jurisdiction,
assertion of these rights seems impractical.

The holder of the first mortgage does have the right
to collect the mortgage payments from Ahab. In the
absence of a valid release from the mortgagee, Snod
grass’ assumption of the mortgage does not cancel the
right of the mortgage holder to collect from Ahab;
Ahab is treated as a surety for Snodgrass. Under the
theory of subrogation, any mortgage payments made
by Ahab will permit him to succeed to the mortgagee’s
rights in the warehouse.

(c) Bardlow’s attorneys. Bardlow has the right to
sue for negligence in that the attorneys failed
to discover the existence of the duly recorded
first mortgage.
b. Ahab will defeat the claims of Snodgrass’ general
creditors to the cash attributable to the sale of the

55

Accounting Theory
(T h e o r y o f A c c o u n ts)
November 3. 1972; 1:30 to 5:00 p .m .
Answer 1
1.
2.
3.
4.
5.
6.

c
d
d
a
d
b

7.
8.
9.
10.
11.
12.

c
c
d
c
a
a

13.
14.
15.
16.
17.
18.

b
c
d
b
a
a

b
c
a
d
b
c

25.
26.
27.
28.
29.
30.

b
c
d
b
a
a

31.
32.
33.
34.
35.
36.

d
c
d
b
b
d

2. When a note bears no interest (or has a stated
interest rate that differs sharply from the prevailing
rate) and/or is not issued in an arm’s-length trans
action, the present value must be determined
through consideration of the economic substance
of the transaction.
The note and the sales price of the property,
goods, or services exchanged for the note should
be recorded at the fair value of the property, goods,
or services or at an amount that reasonably ap
proximates the market value of the note, whichever
is the more clearly determinable. That amount
may or may not be the same as the face amount;
any resulting discount or premium should be ac
counted for as an element of interest over the life
of the note.
In the absence of established exchange prices for
the related property, goods, or services or evidence
of the market value of the note, the present value
of a note that stipulates no interest (or a rate of
interest that differs sharply from the prevailing rate)
should be determined by discounting all future
payments on the note, using an imputed rate of
interest as described below. This determination
should be made at the time the note is issued; any
subsequent changes in prevailing interest rates
should be ignored.
The variety of transactions encountered precludes
any specific interest rate from being applicable in
all circumstances. However, some general guides
may be stated. The choice of a rate may be
affected by the credit standing of the issuer, restric
tive covenants, the collateral, payment, other terms
pertaining to the debt, and the tax consequences to
the buyer and seller. The prevailing rates for
similar instruments of issuers with similar credit
ratings will normally help determine the ap
propriate interest rate. In any event, the rate used
for valuation purposes will normally be at least
equal to the rate at which the debtor can obtain
financing of a similar nature from other sources
at the date of the transaction. The objective is to
approximate the rate that would have resulted
if an independent borrower and an independent
lender had negotiated a similar transaction under
comparable terms and conditions with the option
to pay the cash price upon purchase or to give
a note for the amount of the purchase that bears
the prevailing rate of interest to maturity.

Answer 2
19.
20.
21.
22.
23.
24.
Answer 3
a. 1. A note received in exchange for property, goods,
or services should be recorded at its present value
which is presumably the value of the property
exchanged. In the case of a note bearing interest
at a reasonable rate and issued in an arm’s-length
transaction, the face value of the note should be
used, as explained below.
A note received for property, goods, or services
represents two elements, which may or may not
be stipulated in the note: (1) the principal amount,
equivalent to the bargained exchange price of the
property, goods, or services as established between
the seller and the buyer and (2) an interest factor
to compensate the seller over the life of the note
for the use of funds he would have received in a
cash transaction at the time of the exchange. Notes
so exchanged are accordingly valued and accounted
for at the present value of the consideration ex
changed between the contracting parties at the
date of the transaction in a manner similar to that
followed for a cash transaction.
When a note is exchanged for property, goods,
or services in a bargained transaction entered into
at arm’s length, there is a presumption that the rate
of interest stipulated by the parties to the transaction
represents fair and adequate compensation to the
seller for the use of the related funds. In these
circumstances the note’s present value is identical
with its face value. Furthermore, where the rate
of interest is reasonable and separately stated, the
face value of the note is equal to the bargained
exchange price for the property.

b. 1. If the recorded value of a note differs from its face
value, the difference should be treated as discount
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desirable practice would be to debit cost of goods
sold $40,000, inventory $10,000, and warranty
expense $10,000 and credit work in process $50,000
and estimated warranty liability $10,000.
Carrying the inventory at no value and failing to
record the warranty liability would have no income
effect (assuming there are no other warranty costs),
but it would understate assets (inventory) and
liabilities (warranty liability). In addition, this
failure to value replacement parts would not yield
a separate accounting for fulfilling the warranty
liability. If other warranty costs are material, not
recording the warranty liability would shift sig
nificant expenses to future periods while all of
the revenue is recorded in the period of sale.
If no value is assigned to the inventory, manage
ment increases its risk of inventory loss due to
theft and mishandling.

or premium and amortized as interest over the
life of the note in such a way as to result in a
constant rate of interest when applied to the
amount outstanding at the beginning of any given
period. This is the “interest” method. Other
methods of amortization may be used if the results
obtained are not materially different from those
which would result from the “interest” method.
2. The discount or premium is not an asset or liability
separable from the note that gives rise to it. There
fore, the discount or premium should be reported
in the balance sheet as a direct deduction from or
addition to the face amount of the note. It should
not be classified as a deferred charge or deferred
credit. The description of the note should include
the effective interest rate. A valid alternative would
be to report the note at its net value, disclosing the
face amount of the note and the effective rate of
interest on the face of the financial statements or in
the notes to the statements. Amortization of dis
count or premium should be reported as interest in
the income statement.

2. The conceptual merits of Jonesville carrying the
custom manufactured extras held for replacement
of defectives at incremental cost include the follow
ing:
• The incremental costs may be a better measure
of the cost required to produce the overrun to satisfy
warranty requirements. Setup costs would be the
same whether the basic order or the basic order plus
the overrun were produced. Furthermore, it can be
argued that if other production were not curtailed to
produce these replacements and since idle-plant ca
pacity is expected in the future, the actual cost of
fulfilling the warranty is the incremental cost of
production.

Answer 4
a. 1. There is little, if any, conceptual merit in Jonesville
carrying the custom manufactured extras held for
replacement of defectives at no value. Jonesville
has warranted the replacement of defective units,
and it has had sufficient experience to estimate the
inventory needed for this purpose. (The extras
manufactured as replacements for defectives tech
nically are not inventory since they are not being
held for sale. However, from a practical stand
point, these extras would be indistinguishable from
capacitors held for sale. The need for a separate
accounting is impractical; hence, the replacement
capacitors are considered to be an integral part
of inventory in the following discussion.) The
costs required to fulfill its warranty should be
charged against revenue in the period in which
the sale was made, in turn creating a warranty
liability. The inventory of replacements is an asset
available to satisfy part, if not virtually all, of
the warranty liability. For example, if Jonesville
received an order for custom capacitors which
cost $40,000, it would need to produce $50,000
of the capacitors to meet the basic order and
satisfy expected warranty requirements. (For a
defective rate of 20% , production must be 125%
of the basic order to produce 80% of usable
product.) Jonesville’s current practice is to debit
cost of goods sold and credit work in process for
$50,000— this is an undesirable practice. The more

• The incremental costs were undoubtedly the
relevant costs considered by management in decid
ing to produce the overrun to replace potential
defectives. Management’s alternative was to risk
additional setup costs, and probably additional
manufacturing time, to produce replacements. Had
management decided not to manufacture the over
run, it would have been risking the opportunity
cost of lost orders should the plant then have been
operating at full capacity.
Whether the inventory is valued at marginal or
full cost, income will not be affected. Warranty
costs will be assigned to the period in which the sale
occurs. Inventory value is the essential element in
calculating warranty cost and liability. Subsequent
satisfaction of the warranty from inventory will re
duce the warranty liability; there will be no effect
on income. Assignment of incremental costs only
to this portion of the inventory represents a mini
mum or conservative statement of inventory and
cost of resources to be surrendered to satisfy the
warranty.
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• Assignment of value to the inventory provides
management with a control mechanism over the
inventory, reducing the risk of loss due to theft or
mishandling.

tured products as a whole. To the extent subsequent
sales materialize, income is understated in the year
of manufacture and overstated in the year of sale.
Likewise, inventories on the balance sheet are
understated in the intervening period between manu
facture and sale.
If no value is assigned to the inventory, manage
ment increases its risk of loss due to theft or
mishandling.

3. The conceptual merit of Jonesville carrying the
custom manufactured extras held for replacement
at full cost is that the value of replacements and the
replacement cost element of the warranty liability
would be stated at the actual cost of producing the
basic order plus estimated warranty requirements.
All units manufactured in a production run should
be assigned a pro rata share of the costs incurred.
Also, full costing would yield more comparable
information since it is the more widely used method.
Further, it can be argued that the benefits expected
from the units in inventory exceed marginal or
variable costs: otherwise, management would not
have produced them now. Since the plant has
unused capacity, the allocation of fixed-overhead
costs should be charged to inventory based on
normal capacity or other reasonable operating-level
assumption.
As explained under part 2 above, income would
not be affected. The question rests on what is the
proper valuation for presenting financial position.
If the difference between incremental and full cost
ing is material, full costing would conform with
generally accepted accounting principles for bal
ance-sheet presentation.
The assignment of value for management control
over inventories (as discussed under part 2 above)
is equally valid for full costing considerations.

2. The conceptual merits of carrying the custom
manufactured extras held for subsequent sale at
incremental cost include the following:
• The incremental costs are the only costs incur
red to produce this inventory. The incremental costs
were also the relevant costs considered by manage
ment in deciding to manufacture the excess inventory
for subsequent sale. Had the inventory not been pro
duced in conjunction with the basic order, manage
ment further risked the opportunity cost of lost
orders should the plant subsequently be operating
at full capacity. Said another way, considering such
matters as setup costs, inventory-carrying costs, and
the opportunity cost of lost orders, management
decided that the future benefits to be received from
items produced for inventory equalled or exceeded
the incremental cost of their manufacture.
Furthermore, setup costs for the production runs
would have been incurred for the basic production
order whether the extra inventory was produced or
not. Hence, setup costs should be assigned to the
basic run. Any fixed-overhead costs above those
which would ordinarily have been charged to the
basic order represent costs which would have been
expensed as idle capacity had the plant not been
used to produce this inventory. To capitalize this
fixed-overhead cost, which otherwise would have
been expensed, burdens rather than benefits the
production of revenue in future periods.

b. 1. The conceptual merit of Jonesville carrying the
custom manufactured extras held for subsequent
sale at no value is that the inventory in fact has
no value unless it can be sold. Further, its market
is severely restricted. Unless it can be sold, the
inventory may have a negative value because
it has no scrap value and there would be
some costs of carrying the inventory for two
years. Hence, in valuing the inventory, one must
assess the value of future benefits to be derived
from the units in inventory. Are the benefits less
than, equal to, or greater than the incremental costs
of manufacturing the units, considering setup costs,
costs of carrying the inventory, and the cost of
possible lost orders if production is at full capacity?
Since the latter is improbable and the market is
severely restricted, the value of future benefits may
be negative.
Notwithstanding, there is a presumption that
historically there have been sufficient reorders of
custom manufactured capacitors to profitably war
rant the extra production, taking custom manufac

• Valuing the inventory at incremental cost pro
vides a proper matching of costs with revenues when
the inventory is sold in subsequent periods.
• The assignment of value for management con
trol over inventories (as discussed under part a. 2.
above) is equally valid here.
3. The conceptual merits of Jonesville carrying the
custom manufactured extras held for subsequent
sale at full cost include the following:
• Full cost represents the actual cost of pro
ducing the inventory; this is the appropriate cost
to match with revenue in the period of sale. This
assumes an allocation of fixed overhead based on
normal capacity or other reasonable operating-level
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assumption. To do otherwise understates income
in the year of manufacture and overstates income
in the year of sale. The inventory should not be
valued in excess of its net realizable value, and,
considering the limited market for the custom
manufactured inventory, one might argue for a
valuation at less than full cost. However, the extra
production was undertaken in the expectation that
repeat orders for custom manufactured capacitors
as a group would be profitable. There is evidence
that this has been true because the practice of
manufacturing extras for repeat orders apparently
has been going on for some time. The fact that
management may have compared incremental costs
with the alternative of the costs of an additional
run in deciding to manufacture the extras does not
justify the allocation of less cost to a portion of a
production run. The facts are that the extras were
manufactured and plant capacity was used. It
follows that the extras should be assigned their
share of all costs.

items that did not use (or provide) working capital
(or cash) during the period. The resulting total
should be described as working capital (or cash)
provided from operations of the period exclusive of
extraordinary items. Income or loss from extra
ordinary items, if any, should be given similar
presentation with appropriate modifications in
terminology.
The only apparent adjustments in this situation
are the amounts to be added back to income (before
extraordinary items, if any) for the depreciation
and depletion expense and for any wage or salary
expense charged in connection with the issue of
stock on the employee stock option plans.
3. Selecting whether to report the change in cash or
the change in working capital should be based on
that which is most informative. Accordingly, if the
change in cash is more informative, then the format
used is acceptable if the changes in the other work
ing capital accounts also are shown in the body of
the statement. This statement may be criticized for
not providing this information in appropriate de
tail. However, if the change in working capital is
more informative than the change in cash, then the
change in working capital should be presented. A
supporting schedule or tabulation that analyzes the
change in working capital in appropriate detail
should accompany the statement; this is true even
when the user of the statements is provided with
comparative balance sheets from which he can
compute the change in each element of working
capital.

• Valuing the inventory at full cost provides
management control over inventories (as described
under part a. 2. above).
c. The warranty-liability account should be classified as
a current liability in the balance sheet because the
replacement period is less than one year. Footnote
description of the warranty policy may be desirable. If
used, the footnote should include the fact that inven
tories are maintained to meet the warranty obligation.
Answer 5
c.

a. One objective of a statement of the type shown is to
summarize the financing and investing activities of the
entity, including the extent to which the enterprise has
generated working capital (or cash or, more rarely,
cash and temporary investments combined or quick
assets) from operations during the period. Another
objective is to complete the disclosure of changes in
financial position during the period. The information
shown in such a statement is useful to a variety of
users of financial statements in making economic
decisions regarding the enterprise.
b. The following are weaknesses in form and format of
the Roycie Corporation’s Statement of Source and
Application of Funds:
1. The title of the statement should be Statement of
Changes in Financial Position.
2. Income or loss from extraordinary items, if any,
and income before extraordinary items should be
presented separately.
The statement should add back to (or deduct
from) income (before extraordinary items) the
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1. The fact that the Corporation balance sheet dis
tinguishes between current and noncurrent assets
and liabilities suggests that the change in working
capital may be more informative than the change in
cash. If so, the statement should be prepared as
described in part b. 3.
2. The presentation of the combined total of deprecia
tion and depletion is probably acceptable. The gen
eral rule is that related items should be shown
separately in proximity when the result contributes
information useful to the user of the statement, but
immaterial items may be combined. In this situa
tion, it is likely that no additional relevant infor
mation would be added by showing depletion as a
separate item.
3. The details of changes in long-term debt should be
shown separately. Payments should not be netted
against increases in long-term borrowings. The long
term borrowing of $600,000 should be shown as a
source of working capital (or cash) and the retire
ment of $422,000 of debt should be shown as an
application of working capital (or cash).
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Investments in common stock held for the pur
pose of exercising significant influence over the
investee (e.g., common stock of an unconsolidated
subsidiary) are stated at cost on the date of acquisi
tion. After that date, however, the carrying value is
adjusted to reflect transactions of the investee.
Other investments in equity securities are ordi
narily stated at historical cost.

4. (a) In addition to recording the receipt of $5,000
in cash on the stock option plans, the Corpora
tion should have recorded a payroll expense of
$22,000. The total credit to the capital stock
accounts should have been $27,000, the fair
market value of the common stock distributed
under the employee stock option.
The $22,000 should be included in the
statement as an amount added back to income,
an expense not requiring the outlay of work
ing capital (or cash) during the period. The
$22,000 also should be added to Common
Stock Issued Under Employee Option Plans,
bringing the total from this source to $27,000.
To balance the statement, this $22,000 could
be shown either (1) as a deduction from the
$27,000 so that the amount from this source
would be carried into the total column at the
net amount of $5,000 or (2) as an application
with a caption such as “investment in em
ployee stock option plans.” The latter would
appear to be preferable in line with the ob
jective of reporting financing and investing
activities.

2. In current generally accepted practice, reporting of
investments in equity securities at current market
value is appropriate for most types of investors only
if current market value is substantially less than
cost (or other carrying value) and if there is evi
dence that the decline in market value is perma
nent rather than temporary. No adjustment is
made for increases in market value, even though
the same investments may have been adjusted pre
viously for decreases in market value.
Reporting at current market value (whether
higher or lower than historical cost) is appropri
ate for special situations and types of firms, such
as fire and casualty insurance companies, securities
brokers and dealers, open-end investment com
panies, common trust funds, and pension funds.
Current market value is usually disclosed paren
thetically when investments are stated on a basis
other than current market value.

(b) Since the statement balances and no reference
is made to the $22,000 payroll expense, it ap
pears the expense was not recorded or that
there is an offsetting error elsewhere in the
statement.

b. 1. The conceptual merits of reporting Viquinn Com
pany’s investment in marketable equity securities at
cost include the following:

5. The expenditures for plant-asset acquisitions should
not be reported net of the proceeds from plantasset retirements. Both the outlay for acquisitions
and the proceeds from retirements should be re
ported. The details provide useful information about
changes in financial position during the period.

(a) The accounting reports show the dollars in
vested, the amount for which management is
accountable.
(b) The stating of assets at historical cost provides
an objective, verifiable measurement basis, be
cause it is based upon market exchanges in
which the enterprise participated so that the
amounts can readily be corroborated by inde
pendent measures.

6. Stock dividends or stock split-ups need not be dis
closed in the statement because these transactions
do not significantly affect financial position.
7. The issuance of the 16,000 shares of common
stock should be shown as a source and the retire
ment of the 4,000 shares of preferred stock should
be shown as an application. Since these transactions
significantly change the Corporation’s capital struc
ture, they should be disclosed.

(c) Since gains and losses are not reported until
they are realized through sale of the securities,
the only gains and losses reported are those
which have been verified through market ex
changes in which the enterprise participated.

Answer 6

(d) The efforts (costs) are properly matched with
accomplishments (revenues), since gains and
losses are recognized only at the time of sale.

a. 1. In current generally accepted practice, investments
in equity securities should be reported at cost except
as explained below and in part a. 2.
Investments in equity securities classified as cur
rent assets (marketable securities representing the
investment of cash available for current operations)
are ordinarily stated at historical cost.

2. The conceptual merits of reporting Viquinn Com
pany’s investment in marketable equity securities
at current market value are as follows:
(a) Objective information is presented on the bal60
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(b)

(c)

(d)

(e)

(f)
(g)

however, financial institutions are generally not in
cluded with manufacturing companies.

ance sheet on the amount of cash that may be
received from the sale of the securities.
The anomaly of measuring identical and inter
changeable securities at different amounts is
eliminated.
Information is provided for calculating rates
of return on investment that are useful in mak
ing comparisons with alternative current in
vestment opportunities.
Information provided is useful in evaluating
management decisions to hold as well as to
sell equity securities.
The opportunity for management to manipu
late reported income by timing security sales is
eliminated.
All income reported on equity securities is on
the same consistent basis.
Gains and losses are reported in the periods in
which they actually occur.

b. 1. Assuming no entry was made on Arba’s books at
September 30, 1971:
D ebit

Retained earnings
Amortization of goodwill
Investment in stock of sub
sidiary or Goodwill
To record amortization of good
will for the two years ended
September 30, 1972.

Credit

$3,750
3,750
$7,500

Assuming an entry was made on Arba’s books at
September 30, 1971:
Amortization of goodwill
Investment in stock of sub
sidiary or Goodwill

$3,750
$3,750

To record amortization of good
will for the year ended Sep
ber 30, 1972.

Answer 7
a. Criteria which could influence Arba’s decision to in
clude Braginetz as a subsidiary in consolidated state
ments are
1. Degree of control of the parent over the subsidiary
is an important factor. Usually, ownership of more
than 50% of the subsidiary’s voting stock carries
with it the power to control the subsidiary’s opera
tions, indicating that the subsidiary should be in
cluded. The subsidiary should be excluded despite
ownership of more than 50% of the voting stock
under conditions such as the following:
(a) Control is temporary (e.g., the subsidiary is to
be sold).
(b) Control does not rest with the majority inter
est (e.g., the subsidiary is in legal reorganiza
tion).
(c) Control is not assured (e.g., the subsidiary’s
creditors are likely to gain control).

2. (a) Accumulated depreciation
Retained earnings
Minority interest
Equipment
To eliminate intercompany
markup on fixed assets
($14,500 - $9,000) less
p o rtio n th e re o f con
firmed through deprecia
tion as of September 30,
10+ 9
x $5,500
1972
55

1,900
3,240
360

(b) Accumulated depreciation
Retained earnings
Minority interest
Depreciation expense
Equipment

1,900
4,050
450

To eliminate intercompany
markup on fixed assets
($14,500-$9,000), por
tion thereof confirmed
through depreciation in
the year ended Sep
9
tember 30, 1972
X
55

(d) The subsidiary is a foreign corporation subject
to restrictions (e.g., the foreign government
regulates transfers of funds from the country)
or uncertainties (e.g., the exchange rate is
volatile).
2. Degree of homogeneity of the operations of the par
ent and the subsidiary also influences the decision.
The more closely related the operations, the stronger
is the case for including the subsidiary. In current
practice, companies with very diversified operations
are usually included in consolidated statements;

$5,000

, and portion

th e re o f c o n f i r m e d
through depreciation in
prior years.
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D ebit

Credit

D ebit

3. Sales
$100,000
Purchase or Cost of goods
sold
$100,000
To eliminate intercompany sales
for the year ended Septem
ber 30, 1972.
Accounts payable
Accounts receivable

4. Notes payable
Notes receivable discounted
Notes receivable

$30,000

To eliminate in te rc o m p a n y
notes at September 30, 1972
($30,000 less $10,000 thereof
discounted with nonaffiliate).

17,500
17,500

Accrued interest payable
Accrued interest receivable

To eliminate intercompany ac
counts at September 30,
1972.
Inventory (income statement) or
Cost of goods sold
Inventory (balance sheet)

Credit

$20,000
10,000

To eliminate accrued interest on
intercompany notes at Sep
tember 30, 1972
60
[$20,000 x 9% x
— $300].
360

4,000
4,000

To eliminate in te rc o m p a n y
profit in inventory at Sep
tember 30, 1972
25%
[$100,000 x 20% X
= $4,000].
125%
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Answer 1
1.
2.
3.
4.
5.
6.
7.
8.

c
d
c
b
d
a
b
a

9.
10.
11.
12.
13.
14.
15.
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a
b
c
d
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Answer 2
Lanning Corporation
STATEMENT OF CHANGES IN FINANCIAL POSITION
For the Year Ended December 31, 1972
Resources provided:
Operations:
Income before extraordinary items
Charges against income not requiring outlay of working capital:
Depreciation
Deferred income taxes
Credit to income not providing working capital:
Equity in earnings of 35%-owned corporation
Total from operations before extraordinary items
Extraordinary items:
Net extraordinary gains
Undepreciated cost of machinery and equipment sold
Deduct deferred taxes on machinery and equipment sold not
providing working capital
Write-off of deferred research and development costs not
requiring outlay of working capital
Total from extraordinary items
Items not affecting working capital:
8% secured note issued for machinery and equipment
Preferred stock issued for machinery and equipment
Resources applied:
Advances to 35%-owned corporation
Common stock cash dividends paid
Purchase common treasury stock
Current maturities of long-term debt
Purchase of machinery and equipment for cash
Purchase of machinery and equipment by issuance of note and
preferred stock
Increase in working capital
Increase in working capital consists of:
Increase (decrease) in current assets:
Cash
Accounts receivable
Inventories
Prepaid expenses
Increase in current assets
Increase (decrease) in current liabilities:
Notes payable, bank
Accounts payable
Accrued liabilities
Current portion of long-term debt
Income taxes payable
Decrease in current liabilities
Increase in working capital

$ 572,000
$201,000
48,000
(75,000)

174,000
746,000

122,200
216,000
(24,000)
78,000
392,200
400,000
500,000

900,000
$2,038,200
$ 240,000
300,000
135,000
70,000
100,000
900,000
293,200
$2,038,200
$

95,500
7,000
80,000
(15,000)
167,500

(50,000)
3,800
(83,500)
20,000
(16,000)
(125,700)
$ 293,200
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Answer 3
Linskey, Inc., and Subsidiary
WORKSHEET FOR CONSOLIDATED STATEMENTS
December 31, 1972
Debit (Credit)
Cresswell
Corporation
Linskey, Inc.
Cash
Accounts receivable, net
Inventory
F u rn itu re, fixtures, and
machinery
Buildings
Accumulated depreciation

$

507,000
1,890,000
2,031,000
4,200,000
17,000,000
(8,000,000)

Intangible assets, net
Investment in subsidiary

Investment in Linskey 7½%
bonds payable, net
Interest receivable
Discount on 7½% bonds
Excess of cost over fair value
of net assets purchased
Accounts payable
Interest payable
Mortgage notes payable
7½% bonds payable
8¼% bonds payable
Common stock
Retained earnings
Sales
Cost of goods sold
Selling, general, and admin
istrative expenses
Management service income
Management service expense
Interest expense
Depreciation expense
Amortization expense
Gain on purchase of bonds

_
24,000

290,000
22,500
_

0

(1)$ 5,450,000
78,125
(4)
70,000
(1)

(10)

(575,875)
(100,000)
(4,000,000)
—
—
(2,900,000)
(650,000)
(6,000,000)
3,950,000

3,130,000
(180,000)
662,000
3,701,000
$

(12)$
(8)

3,000,000
9,000,000
(6,050,000)
146,250
-

956,000
180,000
100,000
600,000
3,750
$

Consolidated
Balances
Debit (Credit)
$

$ 200,750
817,125
1,009,500

7,705,000

(1,843,000)
(200,500)
(6,786,500)
(1,000,000)
(3,900,000)
(8,772,500)
(2,167,500)
(26,000,000)
18,000,000

Consolidating Entries
Credit
Debit

10,000

(3)
(12)
(9)
(1)
(9)

380,000
78,000
22,500
289,814
300,000

(13)
(13)
(7)
(2)
(8)

2,900,000
650,000
400,000
165,186
7,500

(11)

180,000

(6)

29,857

78,000
7,500

(1)
(1)

450,000
1,750,000

(5)
(1)
(2)
(3)
(13)

1,750
3,609,814
165,186
380,000
3,550,000

(9)
(9)
(10)

300,000
22,500
7,200

(5)

9,500

(6)

29,857

(7)

400,000

707,750
2,629,125
3,033,000

6,750,000
24,250,000
(8,521,875)
214,500

16,800
370,500
(2,340,875)
(278,000)
(10,526,543)
(700,000)
(3,900,000)
(8,772,500)
(2,167,500)
(31,600,000)
21,722,686
4,086,000

(5)

0

180,000

(4)

78,125

(10)

2,800
$11,022,232

11,250
$11,022,232
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791,857
4,222,875
15,000
(2,800)
$
0
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Linskey, Inc., and Subsidiary
CONSOLIDATING ENTRIES
December 31, 1972
(Not Required)

Debit

Credit

(5)

Debit

Amortization expense
Intangible assets
Excess of cost over fair
value of net assets

Credit

$ 11,250
$ 1,750
9,500

(1)
Accumulated depreciation
Intangible assets
Mortgage notes payable
Furniture, fixtures, and
machinery
Buildings
Investment in subsidiary

To adjust amortization for fair values and estimated lives at
date of purchase.

$5,450,000
70,000
289,814

Excess of cost over fair
value of net assets $380,000 ÷ 20 years ÷ 2 = $9,500
$ 450,000
1,750,000
3,609,814

Intangible assets
$220,000÷ 20 years ÷ 2 = $5,500
Amortization expense
per books
3,750
Difference
$1,750

To record subsidiary assets at fair value at date of purchase.

(6)
Interest expense
Mortgage notes payable

(2)
Cost of goods sold
Investment in subsidiary

29,857
29,857

165,186
165,186

To record interest expense on Cresswell’s mortgage at 7%.

To charge costs of goods sold for fair value of inventory at
date of purchase.

$3,710,186 x 7%÷ 2 =
Interest expense per books
Difference
(7)

(3)
Excess of cost over fair value
of net assets purchased
Investment in subsidiary

$129,857
100,000
$ 29,857

Sales
Cost of goods sold

380,000
380,000

400,000
400,000

To eliminate intercompany sales.

Purchase price ($7,705,000) less net fair value ($7,325,000)
= $380,000.
(8)

(4)
Accumulated depreciation
Depreciation expense

7,500

Cost of goods sold
Inventory

7,500

To eliminate intercompany profit in inventory.

78,125
78,125

Profit percentage (10%) x ending inventory ($75,000) =
$7,500.

To adjust depreciation for fair values and estimated lives at
date of purchase.

(9)
Furniture, fixtures,
and machinery
Building
Expense for six
months
D epreciation e x 
pense per books
Difference

Interest payable
714% bonds payable
Interest receivable
Investm ent in Linskey
714% bonds payable

$2,550,000÷ 8 years = $ 318,750
725,000
7,250,000÷ 10 years =
$1,043,750
$1,043,750÷ 2 = $ 521,875
$

600,000
78,125

22,500
300,000
22,500
300,000

To eliminate intercompany bonds and related interest
liability.
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Debit

Answer 4

Credit

a.

(10)
Investment in Linskey 7½%
bonds payable
Discount on 714% bonds
Gain on purchase of bonds

Home Cookery Restaurant, Inc.
COMPUTATION OF TAXABLE INCOME
For the Year Ended December 31, 1972

$10,000
$7,200
2,800

To eliminate discount on intercompany bonds and record
related gain.
O rig in a l d isc o u n t per
$100,000
Amortization over eight years
Discount per $100,000 at
December 31, 1972

Net income before items in
question
Add: gain on distribution
of freezer
Subtotal

$4,000
1,600

Deduct:
Wage continuation plan
Compensation of officer
Reimbursed expenses
Cost of food
Ordinary life insurance
H e a lth & accident
insurance
Depreciation of building
D e p re c ia tio n
of
equipment

2,400
x 3
$7,200

(11)
Management service income
M a n a g e m e n t service
expense

180,000
180,000

$45,800
125
$45,925
$ 400
20,000
3,000
3,400
2,500
550
1,500
2,000

33,350

To eliminate intercompany management fees.
$12,575

Taxable income
(12)
Accounts payable
Accounts receivable

78,000
78,000
Computation o f Gain on Distribution o f Freezer

To eliminate intercompany receivables and payables.
Assumption of liability by
shareholder

(13)
Common stock
Retained earnings
Investment in subsidiary

2,900,000
650,000

Deduct:
Cost
L ess:
a c c u m u la te d
depreciation
Gain on distribution of
freezer

3,550,000

To eliminate Cresswell’s common stock and retained
earnings at date of purchase.

67

$725
$880
280

600
$125
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Answer 5

b.
Paul and Sarah Roden

COMPUTATION OF ADJUSTED GROSS INCOME
For the Year Ended December 31, 1972
Salaries
S a rah
(s ic k
pay
exclusion, $300)
Paul
Total salaries
Rent-free apartment
Ordinary life insurance
B a rg a in
p u rch ase of
automobile
Rental of summer cottage
Freezer (excess of FMV over
liability assumed)
Cancellation of loan
Gain on sale of typewriter
(ordinary income)
Subtotal
Deduct:
N et o p e r a tin g loss
carryover
Depreciation
Adjusted gross income

16.
17.
18.
19.
20.
21.
22.
23.

$ 9,700
20,000
29,700
2,400
2,500

a
d
a
d
a
b
b
c

24.
25.
26.
27.
28.
29.
30.

d
c
a
b
b
d
c

39.
40.
41.
42.
43.
44.
45.

b
d
c
a
d
a
b

1,000
2,100
Answer 6
75
5,700
31.
32.
33.
34.
35.
36.
37.
38.

275
43,750
$8,000
25

8,025
$35,725
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Answer 1
1.
2.
3.
4.
5.
6.
7.

8.
9.
10.
11.
12.
13.
14.

e
a
b
c
d
b
a
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Answer 2
City o f Cobleskill
CASH BUDGET BY FUND
For the Year Ending September 30, 1973
General
Fund
Receipts:
General property tax
School tax
Franchise tax
Business licenses
Automobile inspection
permits
Building permits
Sales tax
Federal grants
State motor vehicle tax
State gasoline tax
State alcoholic beverage
licenses
Sanitation fees
Sewer connection fees
Library revenues
Park revenues
Civic center bond issue
General obligation bond
issue
Sewer bond issue
Library bond issue
Proceeds from the sale of
investments
Sewer assessments
Rental revenue
Interest revenue
Total receipts
Disbursements:
General government
Public safety
Schools
Sanitation
Library
Rental property
Parks
General obligation bonds
Street construction bonds
School bonds
Sewage disposal plant
bonds
Investments
State portion of sales tax
Sewer construction
Civic center construction
Library construction
Total disbursements
Receipts greater (less)
than disbursements

Capital
Projects
Fund

$ 685,000
378,900
223,000
41,000

Debt
Service
Fund

Trust
Fund

Agency
Fund

Special
Assessment
Fund

Enterprise
Fund

$ 42,100

24,000
18,000
$1,012,000
128,000
83,500
52,000
16,000
$121,000
71,000
13,000
2,500
$347,000
200,000
$153,000
120,000
312,000
50,000
$48,000
1,864,900

467,000

42,100

48,000

1,012,000

15,000
530,000

192,000

671,000
516,000
458,000
131,000
28,000
17,500
17,000
618,000
327,000
119,000
37,200
358,000
860,200
114,100
1,690,000
174,900

73,000
36,000
467,000

737,000

17,500

860,200

441,100

168,200

0

(694,900)

30,500

151,800

88,900

23,800

70

Accounting Practice — Part II

General
Fund
Interfund transfers:
General fund transfer to
pay for general obliga
tion bonds
Agency fund transfer of
city’s portion of sales
tax revenue
Trust fund transfer of net
income to library
Net transfers
N e t cash increase
(decrease)

Debt
Service
Fund

Capital
Projects
Fund

Trust
Fund

Agency
Fund

Enterprise
Fund

$ 88,900

$ 23,800

618,000

(618,000)
151,800

(151,800)

30,500
(435,700)
$ (260,800) $

Special
Assessment
Fund

618,000
0

$ (76,900) $

71

(30,500)
(30,500)
0

(151,800)
$

0
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Answer 3
Jackson Company
WORKING PAPER TO COMPUTE THE EFFECTS OF
ERRORS UPON FINANCIAL STATEMENTS
December 31, 1972

Explanation

Income 1971
Debit Credit

(2) Deposit on lease
(2) Last month’s rent on lease
(3) Premium payment on
insurance (Schedule 1)

Income 1972
Debit Credit

2,000
3,500
240

Balance Sheet Corrections
_______ at December 31, 1972
Amount
Debit
Credit
Account
$ 2,000
3,500

$

120

Deposits
Prepaid rent

1,200
$

(4) Capitalize expenditure for
electrical wiring
(4) A m o rtiz e le a se h o ld
im p ro v e m e n ts
(Schedule 2)

57,000

57,000
$ 3,000

1,080

6,000

Leasehold improvements
9,000

(5) E q u ip m en t sold and
leased back (Schedule
3):
Correct accumulated
depreciation

50,000

Correct equipment
account
Record deferred gain

1,200

$7,200

7,200

1,600

400

Accumulated amortization
of leasehold improvements

Accumulated depreciation
of equipment
28,400
21,600

(5) Amortize deferred gain on
sale of equipment over
life of lease (Schedule
3)

Prepaid insurance
Insurance premium payable

Equipment
Deferred gain on sale of
equipment

Deferred gain on sale of
equipment
Prepaid franchise tax

(6) Payment of franchise tax
(7) Record allowance for
uncollectible accounts
receivable (Schedule 4)

20,000

24,075

23,500
20,575

Accounts receivable
Allowance for uncollectible
accounts

(8) R e c o r d a c c r u e d
commissions payable
(Schedule 5)

9,975

855

10,830

Accrued commissions
payable

(9) C o r r e c t in v e n to r y
omission
(10) Record late purchase
(11) Capitalize intangible
Amortize intangible
Correct
period in which
(12)
sale is recorded

3,130
875

2,860
35,000

35,000

$35,050
Net increase (decrease) in income

3,130
2,860
875

6,432
6,432
44,347 $8,800 $156,300
107,302
$ 72,252 $(35,547)
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1,750

$119,595

Accounts payable
Franchise — intangible assets
Accumulated amortization
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Schedule 3
Sale and Leaseback o f Equipment

Jackson Company
SUPPORTING SCHEDULES FOR CORRECTIONS
ON WORKSHEET
December 31, 1972

Cost of equipment
Amount written off
Additional amount to be written
off
Selling price of equipment
U n d e p r e c i a te d c o s t o f
equipment
Gain to be amortized over life of
lease
Divided by number of months
of lease
Monthly amortization rate
Number of months leased during
1972
Amortization for 1972

Schedule 1
Prepaid Insurance
Total premium
Divided by number of months
of policy
Monthly insurance expense
Expense for 1971 (12 months
x $100)
Expense as recorded for 1971
A djustm ent necessary at
December 31, 1971
Expense for 1972 (12 months
x $100)
Expense as recorded for 1972
A djustm ent necessary at
December 31, 1972

$3,600
36
$ 100
$1,200
1,440

$ 28,400
$471,600
450,000
$ 21,600
36
600
12_
$ 7,200

$ (240)
Schedule 4

$1,200
1,080

Allowance for Uncollectible Receivables

$ 120

Receivables at December 31,
1971
Estimated uncollectible rate
A d ju s tm e n t necessary at
December 31, 1971
Receivables at December 31,
1972
Less accounts written off

Prepaid portion of premiums at December 31,
1972 is equal to number of months remaining
on policy (12) multiplied by monthly rate
($100).
Schedule 2
Amortization o f Leasehold Improvement
A m o u n t o f le a s e h o ld
improvement
Divided by number of months
remaining on lease at June
30, 1971
Monthly amortization rate

$500,000
471,600

$400,000
______ 5%
$ 20,000
435,000
23,500
411,500
______ 5%

Estimated uncollectible rate
A d ju s tm e n t necessary at
December 31, 1972

$57,000

$ 20,575
Schedule 5

$

114
500

Accrued Commissions Payable

Number of months during 1971 = 6 x $500 =
$3,000
Number of months during 1972 = 12 x $500 =
$6,000

Accounts receivable on
commission sales
L e ss e s tim a te d
uncollectible portion
of accounts receivable
on commission sales
Estimated collections on
which commissions will
be paid
Commission rate
Accrued commissions
payable
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1972

1971

$380,000

$350,000

19,000

17,500

361,000 332,500
______ 3% ______ 3%
$ 10,830 $ 9,975

A
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Answer 4
a.
DeWitt Construction Company
SCHEDULE OF REVENUE AND INCOME (LOSS)
THAT WOULD BE REPORTED UNDER THE
COMPLETED-CONTRACT METHOD AND
THE PERCENTAGE-OF-COMPLETION METHOD
For the Year Ended December 31, 1972
1.

2.

CompletedContract
Project

Revenue
to be
Reported

Costs
Incurred

Provision
for Loss

Income (Loss)
to be
Reported

A
C
D
Totals

$475,000

$315,000

$475,000

$315,000

5,000
$15,000

$(10,000)
160,000
(5,000)
$145,000

PercentageofCompletion
Project

Revenue
to be
Reported
(Schedule 1)

Costs
Incurred

Provision
for Loss

Income (Loss)
to be
Reported

$ 416,000
134,000
475,000
110,000
425,500
$1,560,500

$ 424,000
126,000
315,000
112,750
$ 370,000
$1,347,750

$2,000

B
C
D
E

$10,000

2,250
$ 4,250

$(10,000)
8,000
160,000
(5,000)
$ 55,500
$208,500

Schedule 1
DeWitt Construction Company
COMPUTATION OF REVENUE
RECOGNIZED UNDER THE
PERCENTAGE-OF-COMPLETION METHOD
For the Year Ended December 31, 1972
Projects
A

424,000
530,000 x 520,000= $ 416,000

B

126,000
630,000 x 670,000

C

315,000
315,000 x 475,000 =

475,000

D

112,750
205,000 x 200,000

110,000

E

370,000 x 460,000
400,000

74

=

=

134,000

= 425,500
$1,560,500
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b.

(1)
(2)
(3)
(4)
(5)
(6)
(7)

$140,000 (Total billings of $1,505,000 less
cash collections of $1,365,000).
$116,750 (Schedule 2).
($114,000) (Schedule 2).
($15,000) (see part a.).
$140,000 (Total billings of $1,505,000 less
cash collections of $1,365,000).
$127,250 (Schedule 3).
($76,000) (Schedule 3).

Schedule 3

DeWitt Construction Company
COMPUTATION OF COSTS AND ESTIMATED
EARNINGS IN EXCESS OF BILLINGS AND BILLINGS
IN EXCESS OF COSTS AND ESTIMATED EARNINGS
UNDER THE PERCENTAGE-OF-COMPLETION METHOD
For the Year Ended December 31, 1972

Schedule 2
Project

DeWitt Construction Company
COMPUTATION OF COSTS IN EXCESS OF BILLINGS
AND BILLINGS IN EXCESS OF COSTS INCURRED
UNDER THE COMPLETED-CONTRACT METHOD
For the Year Ended December 31, 1972

Project
A
B
D
E

Construction
in Process

Related
Billings

A
B
D
E

Costs in
Billings
Excess o f in Excess
Billings
o f Costs

$

424,000 $ 350,000 $ 74,000
126,000
210,000
112,750
70,000
42,750
370,000
400,000
$1,032,750 $1,030,000$116,750

$ 84,000
30,000
$114,000

75

Costs and
Estimated
Earnings
or Losses

Related
Billings

Costs and
Estimated
Earnings
in Excess
o f Billings

$ 414,000 $ 350,000 $ 64,000
210,000
134,000
107,750
70,000
37,750
425,500
400,000
25,500
$1,081,250 $1,030,000 $127,250

Billings in
Excess o f
Costs and
Estimated
Earnings
$76,000
$76,000
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Answer 5
Custer Manufacturing Corporation
SCHEDULE OF RAW MATERIAL, WORK-IN-PROCESS AND COST OF GOODS
SHIPPED FOR JOB NUMBER 487
December 31, 1972

Plastic
Transferred in from raw materials
Production to date
Transferred out to other departments
Balance at December 31, 1972:
Raw materials
Work-in-process

Fabricating Department
Bubbles
Materials
Labor
Overhead

Totals

$12,750.00
(12,112.50)
—

_
$12,112.50 $1,424.00
(10,582.50) (1,328.00)

_
$384.75
(336.15)

$12,750.00
1,808.75
(12,246.65)

$

—
$ 1,530.00

$ 48.60

$ 637.50
$ 1,674.60

637.50
-

$

96.00

Testing Department

Transferred in from other departments
Production to date
Transferred out to other departments
Spoilage
Balance of work-in-process at December 31,
1972

Transferred
in

Labor

Overhead

Totals

$12,246.65
—
(9,000.55)
(2,213.25)

$444.00
(366.00)
(36.00)

$301.92
(248.88)
(24.48)

$12,246.65
745.92
(9,615.43)
(2,273.73)

$ 1,032.85

$ 42.00

$ 28.56

$ 1,103.41

Assembly Department
Transferred
in
Transferred in from raw materials
Transferred in from other departments
Production to date
Transferred out to other departments
Balance at December 31, 1972:
Raw materials
Work-in-process

Frames

Labor

Overhead

Totals

—
$9,615.43
—
(6,778.09)

$30,230.48
(17,566.36)

$612.00
(516.00)

$232.56
(196.08)

$30,230.48
9,615.43
844.56
(25,056.53)

$2,837.34

5,310.76
$ 7,353.36

$ 96.00

$ 36.48

5,310.76
$10,323.18
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Shipping Department

Transferred in from raw materials
Transferred in from other departments
Production to date
Shipped
Spoilage
Balance of work-in-process at December 31,
1972

Transferred
in

Packing
Material

Labor

Overhead

Totals

—
$25,056.53
—
(13,402.33)
(582.71)

$3,000.00
—
—
(1,725.00)
(75.00)

—
—
$256.00
(184.00)
(8.00)

$64.00
(46.00)
(2.00)

$ 3,000.00
25,056.53
320.00
(15,357.33)
(667.71)

$11,071.49

$1,200.00

$ 64.00

$16.00

$12,351.49

Summary

Fabricating Department
Testing Department
Assembly Department
Shipping Department
Subtotal
Total

Raw
Materials

Work-inProcess

$ 637.50
5,310.76
5,948.26

$ 1,674.60
1,103.41
10,323.18
12,351.49
25,452.68

$5,948.26

$25,452.68

Cost o f
Goods
Shipped

$15,357.33
15,357.33
2,941.44
$18,298.77

Spoilage
$2,273.73
—
667.71
$2,941.44

Schedule 1

Schedule 2

Per Unit Plastic Material Cost o f Hardened Bubble
Total plastic material necessary to com
plete job number 487
Divided by number of bubbles to be
produced
Sq. ft. necessary to produce one bubble
Multiplied by cost per sq. ft.
Plastic material cost of one hardened
bubble

Per Unit Cost o f Manufacturing Overhead
Applied to Fabricating Department

1,000 sq. ft.

Number of heat room hours used by job
number 487
Multiplied by rate per hour
Fabricating overhead to be charged to job
number 487
Divided by number of bubbles produced
Overhead per bubble

100
10 sq. ft.
$ 12.75
$127.50

Schedule 3
Per Unit Cost o f Interdepartmental Transfers

Department

Total Cost
Units
Per Unit Cost
Transferred Transferred Transferred

Fabricating
Testing
Assembly

$12,246.65
9,615.43
25,056.53
77

83
61
43

$147.55
157.63
582.71

$

855
.45

$384.75
95
$ 4.05
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Answer 2

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.

c
b
c
d
a
a
b
d

9.
10.
11.
12.
13.
14.
15.
16.

17.
18.
19.
20.
21.
22.
23.
24.

c
b
a
d
a
b
b
c
Answer 3
33.
34.
35.
36.
37.
38.
39.
40.
41.

42.
43.
44.
45.
46.
47.
48.
49.
50.

c
b
d
c
c
d
d
d
a
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b
c
d
a
a
a
d
b

25.
26.
27.
28.
29.
30.
31.
32.

b
b
a
b
d
c
c
b

Auditing
Answer 4
a.

Besides materiality, the principal factors to be
considered in determining the necessity for a security
count on May 31, 1973, are the expected number of
transactions and the company’s control over the
securities. Of particular importance is whether the
custodian of the securities has access to cash and other
negotiable instruments. In this case the auditor must
be alert to the possibility of substitution.
Only if the securities are in safekeeping with an
independent reputable custodian may the auditor rely
on confirmation. Otherwise, unless the value of the
securities is immaterial, he generally will examine the
securities at some point in his audit, preferably but
not necessarily at the balance-sheet date. The fewer
the number of transactions, the easier it is to count
and reconcile at some other date. If physical control is
good, it may be possible to provide safeguards against
accessibility between the time of the count and the
balance-sheet date.
c.

b.

1.

The securities must be inspected in the presence
of the custodian(s) and subject to the custodian’s
control, and the staff member should obtain a
written statement confirming that this was done
and that the securities remained under the
custodian’s control throughout the inspection.

2.

The count should be made as near to the close of
business as possible.

3.

The count should be coordinated with any
examination of cash, notes receivable, or other
negotiable instrum ents so as to avoid
substitution and duplicate counts.

4.

The officials responsible for the safe deposit box
should accompany the staffman to the bank and
be present during his count.

5.

The staffman should note the last date of access
to the safe deposit box.
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6.

The staffman should list all contents of the safe
deposit box and inquire as to the nature of
unusual items included in the box, e.g., securities
in the name of officers.

7.

The staffman should list (or compare to a
previously prepared list) the following data (to
the extent applicable) for later comparison to
company records and the auditor’s working
papers for the prior year:
(1) Serial number.
(2) Name of issuer.
(3) Face value or par value.
(4) Number of shares.
(5) Name of registration.
(6) Maturity dates.
(7) Interest and dividend rates and dates.
(8) Maturity date for next succeeding coupon
attached to bearer bond. (The staffman
should note that all coupons are attached.)

The key consideration here is whether the company
must have access to the securities between the date of
the count and the balance-sheet date.
•
If not, then Mr. Mack can proceed as follows:
1. Examine the negotiable bearer bonds on
May 28, 1973; seal them in an envelope or
container for retention in the client’s safe;
and examine and break the seal subsequent
to the year end.
Visit the safe deposit box on May 28,
1973. Arrange for direct confirmation from
the bank as to access to the safe deposit
box between May 28, 1973, and May 31,
1973.
2. Prior to May 31, 1973, seal the negotiable
bearer bonds into an envelope. At June 5,
1973, examine and break the seal, and
examine the negotiable bearer bonds.
After inspecting the safe deposit box
on June 5, 1973, examine the bank records
to verify that no one had access to the box
since May 31, 1973.
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•

judges a client’s response to be uninformed or
unreliable. In crucial matters, he should ask the
client to confirm his representation in writing
and also obtain additional evidence from
independent sources.

If Belasco must have access to the securities
between the balance-sheet date and the count,
then Mr. Mack should examine support for
intervening transactions. This review would be
reinforced by his examination of cash balances
and other negotiable instruments at May 31 to
insure that there was no substitution or duplicate
counting.

b.

The evidence provided by ratio analysis usually is
classified as circumstantial. As such, it ranks lower in
reliability and validity than direct evidence such as
that provided by confirmation, physical observation,
and inspection of original documents. However, ratio
analysis has an important supplemental role in the
a u d ito r’s exam ination, particularly in larger
engagements where he reviews a relatively small
portion of the direct evidence. The use of ratio
analysis provides a broad overview and enables the
auditor to determine unusual areas where additional
inquiry is necessary.

c.

Physical examination is one of the most reliable
sources of audit evidence. Where inventories are
material, it is almost always necessary for the
auditor to make or observe some physical counts.
In this case, where the inventory consists of
individually valuable items, it may be practicable
and desirable for the auditor to inspect the entire
inventory.
While inspection provides unequivocal evidence
as to physical existence, the procedure does have
limitations. The presence of the electronic equipment
on client premises does not necessarily denote
ownership by the client — this evidence must be
provided by the auditor’s review of contracts and sales
procedures, supplemented by inquiry and client
representation. Also, the auditor in this situation
probably will not have the technical competence to
determine the complexity or value of the electronic
equipm ent by physical inspection. For this
determination he may rely in part upon his review of
the accumulation of inventory costs, but he must
establish that the goods he inspects are those that
were m anufactured and the relationship of
manufacturing cost to market price.

Answer 5
a.

1.

2.

An auditor should consider the following factors
in evaluating oral evidence provided by client
officers and employees in response to his
questions:
a. The com petence of the questioned
individual concerning the topic. For
example, the perpetual inventory clerk
would be more likely to know about
slow-moving inventory items than current
market prices.
b. The disinterestedness of the questioned
party. If internal control is strong, more
weight generally may be given to client
responses.
c. The logic and reasonableness of the
response. As an auditor becomes familiar
with his client’s operations and personnel,
he becomes more adept at choosing the
right person to question and evaluating the
answer. He also will observe a pattern of
response forming and determine whether it
is internally consistent.
The auditor relies heavily upon the responses of
client personnel, but he must recognize that this
information may lack reliability. The reliance
placed upon such evidence will vary based upon
the factors discussed in a. 1., but heavier weight
generally is accorded to evidence generated
independently of the client. The auditor should
seek additional evidence in instances where he
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Auditing
Answer 6
Assumption
Number

(a) Financial Statements
and Footnotes

1

Reference to this circumstance in the
financial statements, which consist of
company representations, is inappropriate.
The initial fo otnote should contain,
however, a summary of significant
accounting policies indicating the method
and basis of inventory valuation.

Where inventory quantities are determined solely by means
of physical count, as in this case, an auditor ordinarily
cannot satisfy herself by means of alternative procedures
that do not include her making or observing some physical
counts of the inventory. Depending upon the degree of
materiality of the amounts involved, the CPA should
describe the limitation on her examination in the scope
paragraph (or a middle paragraph) and either qualify her
opinion or disclaim an opinion.
The omission of observation of inventories at the
beginning of the year is not required to be disclosed in a
situation where the CPA is properly relying upon another
auditor. Nevertheless, she may wish to disclose the
circumstances of the engagement and briefly describe the
other procedures.

2

The company should describe, in a footnote
to the financial statements, the nature of the
deferred research and development costs and
the basis for management’s opinion that the
deferred costs will benefit operations in
future years. If the method of amortizing
the deferred costs in future periods has been
determined, it should be disclosed.

The CPA can express an unqualified opinion only if she
concludes that there is adequate support for management’s
optimism concerning the availability of governmental
support and the future development and use of the
pollution-control system. The uncertainty related to the
project appears to justify a “subject to” qualification. The
auditor’s report should disclose the amount of deferred
research and development costs and refer to the footnote
for additional information.

3

The amounts and dates of expiration related
to the federal income tax loss carryover
should be disclosed in a footnote. The
footnote may show management’s opinion
that the company will have taxable income
to use the loss carryover before it expires,
but it would be inappropriate to recognize
the tax benefits of the loss carryover in the
company’s accounts unless recognition is
assured beyond any reasonable doubt. Also,
the effect of the loss carryover on the
current tax provision and liability should be
explained.

If the company follows the footnote disclosure
recommended, the CPA need make no comment in her
auditor’s report.

4

F ootnote disclosure of the business
combination should include the following:
1. Name and a brief description of the
acquired company.
2. Method of accounting for the
combination —that is, by the purchase
method.
3. Period for which results of operations
of the acquired company are included
in the income statement of the
acquiring corporation.
4. Cost of the acquired company.

If the recommended disclosures are made, no reference to
the business combination is required in the auditor’s report.

(b) Auditor’s Report
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Assumption
(a) Financial Statements
Number and Footnotes

(b) Auditor's Report

5.

D e s c r i p t io n o f th e p la n fo r
amortization of acquired goodwill, the
amortization method and period.
In addition, pro forma results of operations
(showing, as a minimum, revenue, income
before extraordinary items, net income and
earnings per share) should be presented for
the year ended March 31, 1973, as though
the com panies had combined at the
beginning of the period (and for the
preceding year if comparative financial
statements are presented).

3.

Endorsement of the stock will help the company
establish ownership, if that should become a
problem, but it appears that the collateral may
be inadequate because
a. The market price of the stock may have
been artificially stim ulated by the
purchases of Mr. Olds and the raiders.
b. The prevailing market price often cannot be
realized when large blocks of stock are sold.
The fourth action, a written opinion from the
company’s attorney, will not eliminate the need for
further disclosure, but it is vital and should be
obtained under any circumstances. In particular, the
attorney might be asked to consider whether the stock
transactions might be considered an acquisition of
treasury stock, if this would be a valid use of funds,
and what Mr. Olds’ voting rights would be in this
circumstance.

Answer 7
a.

b.

Classifying the advance to Mr. Olds as a current asset
is inappropriate. The date of repayment is not set, and
it is doubtful that these funds will be available to meet
obligations during the next operating cycle.
Presentation as a current asset will mislead users of the
financial statements; they may conclude that the
company’s current position is stronger than it is.
Financial presentation is not adequate unless all
material matters are disclosed. While the need for
disclosure might vary depending upon the
circumstances, Mr. Olds’ contention that this would
“just give the raiders ammunition” implies that
additional disclosure is needed to make the statements
complete.
Description of the advance as “miscellaneous
accounts receivable” is inadequate. Properly it should
be shown as an advance (or loan) to a company
officer. In view of the materiality of the advance, the
footnote description should identify Mr. Olds and the
nature of the collateral with the advance.
Under some circumstances Mr. Olds’ acquisition
of the stock might be considered a fiction disguising
the company’s acquisition of treasury stock. Factors
involved in this determination are the parties’
intentions, Mr. Olds’ fiscal capacity to acquire the
stock and the legal implications of the transactions.
The first three actions proposed by Mr. Olds are
desirable, but they have limited usefulness and are not
valid alternatives to further disclosure. Specific
comments on each follow:
1. The Board of Directors appears to be dominated
by Mr. Olds, and its post-factum approval will be
perfunctory and lack independence.
2. Execution of a demand note formalizes Mr.
Olds’ obligation, but it probably will not
improve collectibility. The date of repayment
remains uncertain and the demand designation
does not justify classification as a current
asset.
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c.

If the CPA concludes that additional disclosure is
essential to fair presentation of the financial
statements and Marlborough refuses to disclose the
additional information, the CPA should provide the
necessary supplemental information in his report and
express an adverse opinion, as the client’s statements
do not present fairly its financial position or changes
in its financial position in conformity with generally
accepted accounting principles. If the client is
unwilling to accept his report, the CPA’s only
alternative is to withdraw from the engagement.

d.

The effect of Mr. Olds’ warning, if any, should be the
opposite of his intention. The CPA must be especially
careful and avoid any appearance of collusion with the
client. If the raiders are successful, he probably will
lose the audit engagement. He also can expect that the
company’s accounting and his past work will be
carefully reviewed. Accordingly, he should evaluate
his present actions in the light of how they may
subsequently appear in a court of law. He probably
should consult his own attorney concerning his risks
and responsibilities.

BUSINESS LAW
(Commercial Law)
May 1 1 , 1973; 8:30 A.M. to 12:00 M.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

False
False
False
False
False
False
True
True
True
True

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

False
False
True
False
False
False
True
True
True
True

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

False
True
False
False
False
True
True
True
False
True

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

True
False
False
False
True
False
False
False
False
False

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

True
True
True
True
False
True
False
False
True
True

71.
72.
73.
74.
75.
76.
77.
78.
79.
80.

False
True
False
False
True
True
True
True
False
True

81.
82.
83.
84.
85.
86.
87.
88.
89.
90.

True
True
True
False
False
True
False
True
False
True

Answer 2
31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

True
True
False
True
True
True
True
True
False
True

Answer 3
61.
62.
63.
64.
65.
66.
67.
68.
69.
70.

True
True
True
True
True
True
True
False
False
False
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Answer 4

a.

b.

rights where the interests of the corporation as a
whole require that its rights take preference over
those of its stockholders. Even if a jurisdiction
allowed a stockholder to assert a preemptive
right against previously authorized but unissued
shares, this is a situation where the corporation
has an opportunity to effect a beneficial
acquisition by use of shares that might otherwise
be subject to preemptive rights. Irrespective of
the above-mentioned “corporate opportunity
doctrine,” in many states the preemptive right
does not apply to previously authorized but
unissued shares.

If Curtis and Smith used instrumentalities of interstate
commerce in purchasing Devlin’s stock, they would
have violated the Securities Exchange Act of 1934.
This statute prohibits the use of manipulative or
deceptive devices in connection with the purchases or
sales of securities. The statute applies to any purchase
or sale, whether or not the securities are registered or
listed on a national securities exchange. The statute is
aimed at corporate insiders and, in effect, requires
them to fully disclose all information acquired from
their inside position with respect to corporate stock
traded by them.
Curtis and Smith were directors of Parker and
also owned 55% of Parker’s stock between them. As
such they were clearly insiders and were required by
the statute to disclose the Baxter offer to Devlin. It
has been consistently held that persons damaged by
violations of the statute may recover damages in civil
suits.
1.

2.

Yes. In issuing authorized stock which has a par
value, directors must not issue for less than par.
Thus, where stock is issued for cash, directors
become liable for failing to receive at least the
par value of the issued stock in cash. Stock,
however, may be issued for consideration other
than cash. Here the consideration for the
issuance of the Baxter stock was receipt of the
Parker stock. In this case, the directors must
value the consideration received. Assuming they
act prudently and in good faith, the directors’
valuation is ordinarily conclusive on all
concerned.
Nothing in the facts given indicates that the
Baxter directors acted imprudently or in bad
faith in valuing the Parker stock. Baxter stock
with a market value of $100 per share was
exchanged for Parker stock with a book value of
$50 per share. In valuing the Parker stock the
directors may have concluded it was worth far
more than book value, and they also may have
been willing to pay a premium since the Parker
stock being acquired was control stock.
With respect to the 12,000 treasury shares
delivered by Baxter, the rule as to issuing par
stock for less than par does not apply. Since the
treasury shares already represented paid-in
capital, they could be reissued or exchanged by
th e c o r p o r a tio n for any appropriate
consideration even though the consideration
might be worth less than the par value of the
stock.
No. Part of the exchange was accomplished by
using treasury stock, and the preemptive right
does not apply to treasury stock. Furthermore,
the courts are reluctant to enforce preemptive
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c.

Purchasers of Curtis’ stock would have rights against
Baxter; purchasers of Smith’s stock probably would
not.
The Securities Act of 1933 prohibits sales of
unregistered securities to the public where
instrumentalities of interstate commerce are used.
However, this prohibition applies only to issuers,
underwriters, and dealers. In this situation Baxter is
the issuer. The issuance of unregistered Baxter shares
to Curtis and Smith would not be proscribed by the
Act if it were a private rather than a public issue.
However, if either Curtis or Smith were underwriters,
their transaction would be viewed as a step in a public
distribution and registration would be required. The
Act defines an underwriter as a person who acquires
securities with a view to a subsequent public
distribution thereof. On the facts given, Curtis would
be an underwriter; his sale of the Baxter shares in a
stock exchange transaction would be a public
distribution, and the stock exchange, itself, would
supply the necessary connection with interstate
commerce.
In the case of Smith, the facts do not
demonstrate that he took his Baxter shares with the
required view toward subsequent public distribution.
The facts indicate he took the stock for investment
and disposed of it only when his circumstances
changed. Although he too made a public distribution
of his stock, no registration was required since he was
not an issuer, underwriter, or dealer and since Baxter
had delivered the stock to him in a private transaction.
In either case, the fact that some of the shares
delivered to Curtis and Smith had previously been
registered would not obviate registration, given the
necessary jurisdictional facts. A registration only
applies to one issuance at a time, and each subsequent
issuance, in a proper case, must be registered.

d.

1.

Shareholders who do not approve a merger are
generally given a right of appraisal. This is a right
to have shares appraised and to be paid the
appraised value in cash.

2.

To secure the right of appraisal, the dissenting
stockholder must register his dissent either before

Business Law

liability. The regular general partnership does not
afford the partners any protection against
liability for firm debts.

or at the meeting at which the merger is voted; at
the meeting he may abstain from voting or may
vote against the merger. Within a specified time
after approval of the merger, he must then make
written demand on the corporation for the fair
value of his shares.

2.

Based upon the general partners’ personal
liability for debts of the entity, a general
partnership or a limited partnership, to the
extent of the general partners’ assets, can
ordinarily obtain a greater amount of credit,
other things being equal. However, in the event
the financial position of the corporation is such
that it will not justify a given loan, it is usually
possible to increase the borrowing capacity of
the corporation by having the principal
stockholders and/or officers guarantee the loan.

3.

Any corporation doing business in a foreign
jurisdiction (i.e., a state other than the state in
which it was incorporated) must qualify to do
business in a foreign jurisdiction. Partnerships,
on the other hand, are generally not subject to
such requirements. Therefore, it is usually less
complicated to carry on a multi-state business in
the partnership form, limited or general.

4.

General partners of a regular partnership or a
limited partnership have broad authority to bind
the entity by the usual contracts they make or
by torts committed in the course of their
responsibilities. Limited partners normally have
no such power. The corporation, on the other
hand, is liable for those contracts which are
made by its agents within the scope of their
express, implied, and apparent authority. In this
instance the stockholders would undoubtedly be
directors and employees of the corporation and
would thus have comparable authority to that of
general partners to bind the corporation. Their
authority would flow from their roles as
officers and/or employees, however, not as
stockholders.

5.

The major difference between taxation of a
partnership as compared with a corporation is
that the partnership is not recognized as a
taxable entity, whether general or limited, while
the corporation is a separate taxable entity.
The partnership pays no taxes. Instead, the
income or loss is passed through the partnership
to the individual partners in accordance with the
partnership agreement regarding the sharing of
income and losses. Furthermore, the individual
income and loss items retain their same tax
status in the hands of the partners as in the
partnership, e.g., capital gains or losses are passed
to the partners as capital gains or losses. The
income and loss items are included in the
individual partners’ returns and taxed at the
appropriate individual rates.

Answer 5
Since Cairo’s security interest included after-acquired
property, it would attach when Baldwin acquired the
lathes. Cairo’s interest, however, was not perfected until the
financing statement was filed on December 8. First City’s
security interest in the lathes attached on December 6 and
was perfected on December 10. Ordinarily, priority among
persons having perfected security interests in the same
property is determined by the order in which they file to
effect perfection. An exception to the general rule exists
which favors a purchase-money security interest which is
perfected at the time the debtor receives the collateral or
within ten days thereafter. A purchase-money security
interest is one taken by a person who loans money to a
second person to enable the second person to acquire the
collateral to secure the loan.
As to the two lathes acquired by Baldwin on
December 6, First City’s security interest clearly was a
purchase-money security interest, and since it was perfected
within the specified ten-day period, it would be superior to
Cairo’s interest in the lathes acquired on December 6. With
respect to the two lathes delivered to Baldwin in June and
July, First City’s security interest would seem not to be a
purchase-money security interest since, at the time the loan
was made, Baldwin had already acquired those lathes.
Moreover, even if the Bank had a purchase-money security
interest in the first two lathes, since the Bank did not
perfect it within ten days after Baldwin had acquired the
lathes, the interest would not be protected by the
exception to the “first to file” rule discussed above.
Accordingly, as to the first two lathes, Cairo’s security
interest would take priority over that of First City.
Answer 6
a.

1.

The corporation’s key characteristic is the
limited liability for its owners. Except in a
limited number of cases, an investor will not
have liability beyond his capital investment. An
exception is made in cases where less than par is
paid for stock issued by the corporation. The
limited partnership provides the same type of
insulation from liability for limited partners as
found in the corporate form. A limited partner
may lose his protected status, however, if he
participates in the partnership management or
allows his name to be held out as a partner.
However, the general partners in a limited
partnership have unlimited joint and several
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The corporation, on the other hand, pays
a tax on its ordinary income at the applicable
corporate rate. Capital gain is taxed separately at
the corporate capital gain rate. Capital losses are
deductible only from capital gains. Operating
losses and capital losses in a given year may be
carried back and forward and are applicable to
prior or successive years of the corporation; i.e.,
the stockholders receive no operating or capital
loss benefits. (A corporation which has
appropriately elected to be taxed under the
provisions of subchapter S of the Internal
Revenue Code is significantly different; these
characteristics apply only to corporations who
do not qualify or who have not elected to be
taxed under the provisions of subchapter S.)
Distributions by the corporation are normally
ordinary income to the individual stockholders.
They do receive a dividend exclusion, currently a
maximum of $100, which is offset against the
dividends received.
In choosing between the partnership and
corporate form s of business organization,
investors who also intend to operate the business
should consider the tax rates of a corporation in
relation to the individual tax rates of the
investors. Except for reasonable compensation
for services rendered, investor/operators often
retain all income in the business for expansion. If
the corporate tax rate(s) is less than the
investors’ personal rates, it may be possible to
pay less taxes in the short run, having more
retained income for business expansion. In these
situations dividends are often not contemplated,
even though the accumulated earnings tax
problem must be considered and dealt with
appropriately. For stockholders of some
corporations, the potential double taxation
resulting from adopting the corporate form of
business may be deferred through a nontaxable
merger or minimized through a taxable sale of
the business with the gain taxed at the capital
gain rate.
b.

1.

2.

Given the facts presented, if a corporation were
formed, the corporation would undoubtedly be
closely held and the stockholders would also be
officers-employees. Under these circumstances
the legal fiduciary responsibility of a
stockholder-officer-employee and a partner is
essentially the same. A stockholder-officeremployee (including directors) owes a fiduciary
duty to the corporation he represents; a partner
owes the same duty to his partnership. That is,
each must act in utmost good faith in all his
dealings with and for the entity which each
serves or represents.
Norm ally, in a larger corporation, a
stockholder has no fiduciary responsibility to
other stockholders or to the corporation. Only in
the event a stockholder becomes a director,
officer, or em ployee does the fiduciary
relationship come into play. There is an
exception for stockholders classified as insiders
of corporations under the jurisdiction of the
Securities and Exchange Commission.

3.

A stockholder has no management prerogatives
except to the extent he may control
management through his stockholder voting
rights. Stockholder-officer-employees (including
directors) have management prerogatives, but
these prerogatives arise from their capacity as
directors, officers, or employees, not from their
capacity as stockholders. On the other hand, a
partner, unless expressly provided otherwise, has
the right to share equally with his fellow partners
in the managerial decisions of the partnership.

Answer 7
a.

The rights of both stockholders and partners
concerning compensation for services rendered
are similar. Unless there is an agreement to the
co n trary , stockholders and partners serve
without compensation. The underlying rationale
is that the owners are “contributing” their
efforts to enhance the value of the entity; hence,
they serve for nothing. Their rewards come from
the profits of the respective entities. However, it
is common practice to expressly provide for
compensation for partners or stockholderemployees who serve the partnership or the
corporation.
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1.

The following are the general guidelines which a
CPA firm may look to in assessing its legal
liability.
a. Its contractual undertaking as defined in
the agreement with the client.
b. T he standards established by the
profession.
c. Court decisions interpreting and amplifying
the above.
d. Special standards established by state and
federal sta tu te s and the regulations
promulgated thereunder by the regulatory
agencies pursuant to their statutory
authority; e.g., the Securities and Exchange
Commission.

2.

Now that Watkins, Miller, & Fogg will be
handling a client subject to SEC regulation, the
firm must thoroughly digest reporting
requirements and liability imposed by the
Securities Act of 1933 and related regulations
and releases. Any public offering of securities by

Business Law

exception. Since Bigelow did not except this
feature in the title insurance policy, it would be
liable to Dandy for the amount of the estate tax
and related charges, if any.

the client will require certified financial
statements as an integral part of the proposed
offering. Liability based upon negligence and
fraud is defined by the Act and is greater for the
CPA undertaking this type of engagement as
com pared with traditional, non-government
regulated engagements. There is also the
possibility of criminal liability.
The Securities Exchange Act of 1934 and
related regulations and releases may also apply to
Flinco, whose stock is traded over-the-counter, if
it has assets in excess of one million dollars and a
class of equity securities held by 500 or more
persons as of the last day of the fiscal year.
Numerous reports are required by the Act,
including an annual audited report (form 10-K)
to the SEC. Again, liability for negligence or
fraud of a CPA is defined under the Act and
regulations. These represent expanded exposure
to liability for the CPA. There are also criminal
provisions which are applicable to the CPA.
b.

b.

2.

The facts clearly indicate negligence by Small &
Brown. Although a CPA is not contractually required
to specifically search for and discover defalcations,
once evidence of such activities is brought to an
auditor’s attention, he is obligated at least to disclose
his suspicions to the client. Since it remained silent,
Small & Brown has not performed its undertaking
in a competent manner. Further, Small & Brown is
exposed to liability for losses incurred by Walter
Young should the defalcations have been perpetrated
as Small & Brown suspected, or if such defalcations
could have been prevented had Small & Brown’s
knowledge and suspicions been communicated to the
client.

c.

Answer 8
a.

1.

2.

1.

None. When a seller-grantor gives a bargain and
sale deed with only a covenant against his acts,
he has no liability for prior defects in title. Since
the failure to pay estate taxes was not the
responsibility of the grantor, Dandy cannot
recover against Luff on the deed.
The title company by issuing a title policy is
liable for any defects to which it did not take an
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The criteria for determining whether property is
real or personal follow.
a.
Actual annexation to the real property and
the degree or mode of annexation.
b. The importance of the use to which the
personal property is put in relation to the
real property; i.e., how vital or necessary is
it to enjoyment of the real property?
c. The intention of the party to make it a part
of the real property. (This is supposedly the
key criterion.)
The heating, air conditioning, and exhaust system
had become a part of the real property.
Although intention is of major importance, it is
usually not clearly indicated. In this case, it is a
self-serving declaration on Hand’s part.
Therefore, intent is gleaned from the nature of
the property annexed, the permanency of the
addition, and the use of the articles. Taking these
factors into account it would seem clear that the
system has been converted from personal into
real property.

Starr is in danger of having an easement by
prescription created against his land by the continued
use of the shortcut by the adjacent landowners. If an
easement is created, it will represent a defect in his
title in that the adjacent landowners will have the legal
right to continue to use his land as an access route to
the highway. In order to create an easement by
prescription, the use must normally be for 15 or 20
years and must be—
1. Wrongful, which it apparently is.
2. Open and notorious, which it apparently is.
3. Continuous and without intervention, which it
apparently is.
However, since it is unlikely that the prerequisite
15 to 20 years of continued use has elapsed, Starr
should take active and immediate measures to prevent
a prescription easement from coming into existence.
His best course of action is to institute an action
against the adjacent landowners for trespass if they
refuse to obey his order to discontinue the unlawful
entry upon his land.

ACCOUNTING THEORY
(Theory of Accounts)
May 11, 1973; 1:30 to 5:00 P.M.

Answer 2

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.

d
a
b
c
d
b
b
c
c

10.
11.
12.
13.
14.
15.
16.
17.
18.

19.
20.
21.
22.
23.
24.
25.
26.
27.

d
d
c
a
a
b
d
b
c

88

b
b
d
b
c
a
a
d
a

28,
29.
30,
31,
32,
33.
34.
35.
36

c
c
d
c
b
b
a
a
d

Accounting Theory
timing differences reverse. Accounting for the
tax effect of timing differences which reduce the
current tax liability will increase income tax
expense and create a deferred credit for current
financial reporting. Conversely, the tax effect of
timing differences which increase the current tax
liability will decrease income tax expense and
create a deferred charge for current financial
reporting.
The deferred method is the only acceptable
method (though prior to issuance of APB
Opinion No. 11, all three methods were
acceptable alternatives). The deferred method
emphasizes the tax effects of the timing
differences on income in the year in which the
differences originate. The method also provides
an objective measurement of the tax effects by
calculating them at the tax rates existing when
the timing differences originate.
The liability method of tax allocation
considers income tax expense for a period to
represent the income taxes paid or to be paid on
the components entering into financial net
income. Differences between income tax expense
for financial reporting and the current tax
liability (computed for tax reporting) which
result from timing differences represent either
liabilities for taxes payable in the future or assets
for prepaid taxes.
The liability method is unacceptable
because the tax effects of timing differences do
not represent receivables and payables in the
usual sense. The method calculates the tax
effects of the timing differences at the tax rates
existing or expected to be in existence when the
differences reverse. Further, the asset and
liability accounts are adjusted whenever tax rates
change or new taxes are imposed. The use of
existing or expected rates and changing
balance-sheet accounts when rates change or new
taxes are imposed de-emphasizes the objectivity
of measurement and the matching of the tax
effect of the timing difference with related
revenue.
The net-of-tax method recognizes the tax
effects of timing differences in the valuation of
specific assets or liabilities. The tax effects of the
timing differences may have been computed
under either the deferred or liability method.

Answer 3
a.

1.

A major objective of corporate financial
reporting is to measure the results of operations
of an enterprise over specified periods of time,
ordinarily one year. Application of the matching
concept is critical in achieving this objective. In
brief, the matching concept provides for the
matching of costs with revenues where the costs
have been directly or indirectly incurred in
producing the revenue recognized in the period.
The concept also provides for the assignment of
costs and expenses to a reporting period if such
costs or expenses have no potential benefit or
relationship to the production of revenues in
future periods. The use of accruals to record
deferred charges or credits is a technique used to
assign costs and revenues to appropriate periods.
Income tax allocation arises because certain
transactions are reported in different periods for
financial reporting than for income tax
reporting. These differences arise not only for
federal income taxes but also for state and local
income taxes (and any other tax based on
income) when transactions are reported in a
different accounting period on the income tax
return than on the financial statements. These
transactions are called timing differences because
they will affect the determination of financial or
taxable income in a future period, depending on
which of the two reporting processes first gave
rise to the difference. Because of these timing
differences, the income tax payable for any given
period would ordinarily be different from the
income tax expense applicable to the
transactions entering into the calculation of
financial net income.
There are other differences between
financial and tax reporting which are permanent
and do not require tax allocation. For example, a
transaction may affect the determination of
financial income and never have any effect on
the determination of taxable income. The reverse
is also true.
Income tax allocation meets the objectives
of the matching concept by (1) relating the
income tax expense reported in the income
statement to the transactions entering into the
determination of financial net income for that
period and (2) deferring the tax applicable to
timing differences at the end of the financial
reporting period.

This method is unacceptable because it
attempts to relate the tax effects of the timing
differences to the specific asset or liability which
gave rise to the timing difference. As such, the
method results in a valuation process rather than
a procedure for allocating income tax expense to
proper reporting periods.

The deterred method of tax allocation postpones
the tax effects of current timing differences for
allocation to later accounting periods when the
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b.

Following are the differences entering into the
reconciliation of taxable and financial net income of
A. P. Baxter Corp. for the current year. Each is
identified as entering into or excluded from the
calculation of interperiod tax allocation. The effect on
the current year’s income tax expense and the method
of reporting the amount on the balance sheet are
indicated for those requiring interperiod tax
allocation.
1.

7.

Answer 4

Additional tax depreciation of $30,000 is a
timing difference and requires interperiod tax
allocation. Accounting for the tax effect
increases the current year’s tax expense in the
income statement and generates a noncurrent
deferred credit in the balance sheet for financial
reporting.

2.

The $6,000 of estimated warranty costs
expensed for financial reporting but not tax
deductible is a timing difference which requires
interperiod tax allocation. Accounting for the
tax effect will reduce income tax expense and
produce a deferred charge in the balance sheet
for financial reporting. The classification of the
deferred charge as current or noncurrent will be
the same as that of the warranty liability.

3.

Percentage depletion over cost depletion of
$45,000 is a permanent difference which does
not require interperiod tax allocation and needs
no further accounting or tax adjustment.

4.

Unearned rent revenue of $25,000 which is
taxable upon receipt is a timing difference which
requires interperiod tax allocation. Accounting
for the tax effect will reduce income tax expense
and produce a deferred charge in the balance
sheet for financial reporting. The classification
of the deferred charge as current or
noncurrent will be the same as that of the
unearned rent revenue.

5.

The $2,000 of life insurance premiums on
officers’ lives not deductible on the tax return is
a permanent difference which does not require
interperiod tax allocation and needs no further
accounting or tax adjustment.

6.

The $7,000 tax deduction for research and
developm ent costs is a timing difference
requiring interperiod tax allocation. Accounting
for the tax effects will increase income tax
expense and produce a noncurrent deferred
credit in the balance sheet for financial
reporting.

The tax deferral of $80,000 of installment sale
gross profit is a timing difference which requires
interperiod tax allocation. Accounting for the
tax effects will increase income tax expense and
produce a deferred credit in the balance sheet for
financial reporting. The classification of the
deferred credit as current or noncurrent will be
the same as that of the installment receivables.

a.
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1.

The recording of a business combination by the
pooling-of-interests method is based on the
concept that two or more companies have united
their ownership interests; in the case of
corporations, this is accomplished through the
exchange of voting common stock for voting
common stock. The recorded assets and
liabilities of each company are carried forward to
the combined corporation without change in
amount (except for the effect of changes in
accounting method made to put all the
combining companies on the same basis). The
amounts of capital stock and additional paid-in
capital of the combining companies are carried
forward and assigned to capital stock and
additional paid-in capital of the combined
corporation. The sum of the retained earnings
and deficits of the combining companies is
carried forward as the retained earnings of the
combined corporation. If the capital stock of the
combined corporation is in excess of the total
capital stock and additional paid-in capital of the
combining companies, the excess is deducted
from combined retained earnings.

2.

The recording of a business combination by the
purchase method is based on the concept that
one company has acquired another. The
acquiring company allocates its cost among the
tangible and identifiable intangible assets
acquired and the liabilities assumed, each asset or
liability being assigned an amount equal to its
fair value at the date of acquisition. An excess of
cost over the assigned values is recorded as
goodwill and must be amortized over a period of
40 years or less. Occasionally, cost will be less
than the assigned values; in which case, the
difference is used to reduce the values assigned
to noncurrent assets acquired (except long-term
investments in marketable securities); if these
assets are reduced to zero, any remaining
difference is recorded as a deferred credit
(“negative goodwill”), to be amortized over a
period of 40 years or less.

Accounting Theory

b.

c.

d.

1.

If the combination is accounted for as a pooling
of interests, Kessler’s consolidated income
statement will include the income-statement
accounts of all four companies for the entire
year — as though the companies had been
combined at the beginning of the year; or as
though the companies had been operating as
one company from the beginning of the
year.

2.

If the combination is accounted for as a
purchase, K essler’s consolidated income
statement will include the income-statement
accounts of Kessler for the entire year and the
incom e-statem ent accounts of the other
companies for the last four months of the year.
If goodwill was recognized as a result of the
com bination, the expenses will include
amortization of that goodwill. Additionally, if
part of the cost had been allocated to
depreciable or amortizable assets of the three
a c q u ire d com panies, depreciation and
amortization would be higher.
On the other hand, had the book value of
depreciable or amortizable assets of the three
acquired companies been decreased, depreciation
and amortization would be less,

interests from a purchase do not mention
intercorporate investments in preferred stock.
Kessler’s holding of 15,000 shares of Cohen’s
common stock will cause the combination to be
a c c o u n te d f o r as a p u rc h a s e . For the
pooling-of-interests method to be applicable, each of
the combining companies must be independent of the
others. Independence means that no more than 10%
of the outstanding common stock of any combining
company may be held as intercorporate investments at
the dates of initiation and consummation of the plan
or at any intervening date. Kessler holds 15% of
Cohen’s outstanding common stock.
g.

The terms of the combination and the method of
accounting are closely related. Although it was once
possible to choose among methods in recording a
business combination, generally accepted accounting
principles now specify that only one method is proper
for a given combination. If the combination meets
certain specified conditions, it should be accounted
for as a pooling of interests. If the combination does
not meet those conditions, it should be accounted for
as a purchase. One combination should not be
accounted for by a mixture of the two methods
(“part-purchase, part-pooling”).

h.

The relative size of the corporations has no effect on
the choice of accounting method, since it is not one of
the conditions which distinguish a pooling of interests
from a purchase.
If the plan of combination is initiated within the next
six months, the purchase method must be used. One
of the conditions that must be met for the
pooling-of-interests method to be applicable is that
each of the com bining companies must be
autonomous and must not have been a subsidiary or
division of another corporation for two years before
initiation of the plan of combination.

f.

Kessler’s holding of 2,000 shares of Bar’s preferred
stock has no effect on the choice of accounting
method. The conditions which distinguish a pooling of

Assuming that all other conditions are met, the
pooling-of-interests method is applicable to the
acquisition of 95% of Mason’s common stock by
Kessler. One of the conditions for a pooling is
that one corporation issues only its voting
common stock in exchange for “substantially
all” of the voting common stock of the other
company. “Substantially all” means 90% or
more.

2.

If Kessler later acquires the remaining 5% of
Mason’s stock, the purchase method will be
applicable. The acquisition of some or all of the
stock held by minority stockholders of a
subsidiary should be accounted for by the
purchase method.

A plan to sell a major division soon after
consummation will cause the combination to be
accounted for as a purchase. One of the conditions
that must be met for the pooling-of-interests method
to be applicable is the absence of planned transactions
which are inconsistent with the idea of combining the
entire interests of common stockholders. One such
transaction is the disposition of a significant part of
the assets of the combining companies within two
years of the combination.

Answer 5
a.

e.

1.
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1.

Nelson’s type I leases are financing leases. They
are so classified because they meet the criteria
described below:
(a) The leases are in substance installment
sales. Nelson’s retention of title is nominal.
(b) The present value of the required payments
by the lessee during the primary
noncancelable term of the lease is
equivalent to the regular selling price of the
equipment.
(c) There are no uncertainties as to the amount
of costs yet to be incurred under the lease
- all are shifted to the lessee.

Examination Answers — May 1973
(f)

The market for returned equipment is
uncertain.
In accounting for this lease type, no lease
payments receivable should be recorded. Lease
revenue should be credited for collections of
lease payments as received or as the revenue is
earned, unless deemed uncollectible. The fact
that an interest return is included in the
calculation of lease payments is merely one
factor considered in calculating the monthly
rental (paym ent), and no allocation of
collections or lease revenue earned need be made
to interest revenue.
Cost of equipment leased should be
capitalized by debiting leased equipment and
crediting inventory. Any special direct costs
attributable to negotiating and closing the lease
agreement should also be capitalized. Based on
the facts given, these costs should be depreciated
by an appropriate method over the primary term
of the lease using a residual amount (comparable
to salvage value) equal to the purchase option
price at the end of the primary term less the sum
of the estimated cost to reacquire, to sell, and a
normal profit margin. Other costs attributable to
the lease should be charged against revenue as
incurred. Renewals would be accounted for in
the same manner.
Where the purchase option is exercised, a
sale should be recorded with cost of goods sold
being charged with the residual cost (value) of
the equipment.
For returned equipment, the residual cost
plus reacquisition cost (unless economic facts
warrant a lower valuation) should be transferred
to inventory until re-leased or sold.

(d) The rewards of ownership (principally,
potential profitability) are passed to the
lessee. In any event, Nelson is protected in
that a ready market exists for this type of
used equipment.
(e) There is no evidence that the collectibility
of payments from the lessees is not
reasonably assured.
These leases should be accounted for as
sales by debiting lease payments receivable (or a
similar descriptive title) for the gross payments
to be received over the primary term, crediting
unearned interest revenue for the interest
portion, and crediting sales for the present value
of the lease. An alternative (perhaps theoretically
preferable) accounting would be to debit lease
payments receivable and credit sales for the
present value of the lease. Cost of goods sold
should be charged with the cost of the
equipment plus any special costs incurred in
negotiating and closing the lease agreement other
than ordinary selling expenses. Lease collections
should be credited to lease payments receivable.
Unearned interest revenue on the lease payments
should be taken into revenue by the interest
method, i.e., in decreasing amounts over the
term of the lease. Under the alternative
accounting, lease collections should be allocated
between lease payments receivable and interest
revenue by the interest method. Exercise of the
renewal or purchase options should be accounted
for as sales in the same manner as described
above. Since all of the cost was charged to cost
of goods sold in the original transactions, no
charges to cost of goods sold should ordinarily
be required for either of these transactions.
2.

Nelson’s type II leases are operating leases. As
described below, they do not meet the criteria
for financing leases:
(a) Nelson’s retention of title is substantive.
(b) Only cost plus a reasonable interest return
are recovered in the primary term.
(c) Although renewal and purchase options
exist, Nelson’s management expects
significantly fewer lessees to exercise
them.
(d) Even though some ownership risks rest with
th e le s s e e , the most significant,
m a in te n a n c e including equipm ent
replacement, is retained by Nelson and its
impact is uncertain.
(e) Significant potential ownership rewards rest
w ith Nelson: the high purchase and
second-term lease option payments coupled
with the shortness of the total life of the
lease in relation to the estimated useful life
of the equipment.

3.
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For type I leases, lease payments receivable
reduced by the balance of unearned interest
revenue (or the present value of lease payments
receivable) should be set out separately near
trade accounts receivable on the balance sheet.
Classification between current and long-term
should follow traditional classification rules.
Leased equipment under the type II lease
reduced by accumulated depreciation should be
classified separately or near property, plant, and
equipment. If material, leasing revenue and
related costs should be segregated on the income
statement.
Footnote disclosure for both types of
leases should include a description of the
accounting methods used and information as
to the range of maturities of lease
agreements. Information should provide the
reader of the financial statements with the
ability to assess the significance of Nelson’s
leasing activities.

Accounting Theory
b.

control. On the facts given, the division manager has
authority to operate his plant essentially as if it were
an independent company. Hence, anything affecting
his operation which has required or will require
significant resource commitment over a significant
period of time should form an integral part of that
division’s capital budget. At the top management
level, the president may view each division as a project,
particularly for evaluation purposes. The other
described activities of top management (investigating
and evaluating such things as new markets, etc.) are
projects in the capital budgeting sense. These and
other new proposals may be defined, analyzed, and
evaluated using a variety of capital budgeting
techniques available.

Sale of the type II leases to the bank is effectively a
secured loan; i.e., Nelson has not only retained its
previous commitments, it has also undertaken to
repurchase or replace a lease in default and to use its
best efforts to sell returned equipment. In substance,
Nelson has effectively retained title and incurred
additional obligations. The proceeds should be
accounted for as a loan debiting cash and crediting
bank loans payable. Nelson should continue to
account for the leases as operating leases. Payments
received by the bank will be debited to bank loans
payable and credited to equipment lease revenue.
Deferred interest expense (arising from the bank’s
discounting the leases) should be charged to interest
expense by the interest method.
The bank loan payable should be appropriately
classified among the liabilities following traditional
rules for current versus long-term. Additionally, a
footnote should disclose the nature of the bank loan
and Nelson’s arrangements for securing it.

b.

Following are three techniques available to McAngus
to help evaluate ongoing and proposed projects.
1.

Discounted cash flow — time-adjusted rate of
re tu rn . Discounted cash flow, in general,
recognizes that the use of money has a cost
(interest). A dollar today is worth more than a
dollar to be received or spent in the future; i.e.,
in the interim the dollar can be invested (in a
savings account, for example) to earn compound
interest. The time-adjusted rate of return may be
defined as “the maximum rate of interest that
could be paid for the capital employed over the
life of an investment without loss on the
project.” The proposed investment is compared
with the present value of the future cash inflow
resulting from the investment. If the present
value of the future cash inflow from a project is
greater than the investment, then the project will
be profitable over and above the cost of the
resources employed.

2.

Payback. Payback is a measure of the time it will
take to recoup in cash from operations only the
original dollars invested. Cash from operations is
defined as increased cash flow resulting from
increased profitability or from cost savings.
Depreciation is ignored. If an investment of
$5,000 will result in annual cost savings of
$ 1,000, the payback period is five years.

3.

Accounting rate of return. The accounting rate
of return compares the investment (or average
investment) with the expected increase in future
average annual net income. For example, if an
investment of $5,000 with a ten-year life will
result in annual cost savings of $1,000 each year,
the accounting rate of return would be 10%(20%
if the average investment is used); i.e., $1,000 $500 = $500; $500÷ $5,000 = .10, or 10%.

Answer 6
a.

The process of planning for and evaluating long-term
commitments of resources is normally referred to as
capital budgeting. The capital budget is distinct in that
it focuses on the long-term effect of resources
committed. Its primary objectives are to provide
management with (1) a formal process to chart its
future course, (2), a means of ranking and selecting
among alternative resource commitments to maximize
return on investment, and (3) a program for ongoing
evaluation of extant resource commitments.
Any significant resource commitment is viewed
as a project. Hence, the capital budget is composed of
projects, some of which are in progress and some of
which are proposed. Each project affects significant
periods of time in the ongoing life of a company. A
project often involves the evaluation of alternatives
and the purchase of such assets as property, plant, and
equipment. It should also consider, however, any
proposal or program which requires a significant
resource commitment over an extended period, such
as the development of new products, opening new
markets, and the design and development of major
computer programs.
Once resources have been committed to a
particular project, the project requires ongoing
evaluation; i.e., are the project’s objectives being met?
If not, it needs to be evaluated in terms of whether
the project should be retained as is, modified if
possible, or abandoned.
McAngus can make significant use of capital
budgeting. At the division level, projects will need to
be defined in terms of those elements of the plant or
operation of the division over which the manager has
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financial statements who is not also a member of
m anagement would probably have great
difficulty in making accurate predictions.
A basic cause of fluctuating quarterly
activity is seasonality. Sales often show a
seasonal pattern. Expenses also may show a
seasonal pattern, but the pattern for any expense
may differ from the patterns for sales or for the
other expenses. Production, expressed in
physical units, may show still another pattern.
The more product lines a business has, the
greater the number of varying seasonal patterns
that may be present.

Since discounted cash flow incorporates the time
value of money, it is the most precise technique of
those presented. This method has the additional
advantage of ordinarily being combined with
probability analysis to aid in measuring a more
realistic flow of cash. The technique has the
disadvantage of not having the information readily
available from the accounting records, and due to the
estimates required in selecting a discount rate, is
generally less likely to be understood. Further, the
method is based on an assumption that may not be
realistic since the cash flow from the investment will
not necessarily be reinvested at the same rate of
return. If this assumption is not realistic, misleading
inferences can be drawn from the analysis.
The payback technique is simple and readily
understood. Payback emphasizes liquidity and reveals
nothing by itself about profitability. Notwithstanding,
its information can be useful when combined and
compared with other information such as asset or
project life. Because McAngus has critical cash
management problems, this technique may be useful
in making preliminary evaluations of proposals. The
tech n iq u e’s principal disadvantage, even when
compared with other pertinent information, is that it
fails to consider the time value of money. Further,
unless this technique is used in conjunction with other
techniques, it reveals nothing about the project after
the payback period.
The accounting rate-of-return technique’s
principal advantages are that it presents information in
a conventional form which is readily understandable
and the information for its computation is available
from the accounting records. Its principal limitations
are that it does not measure the time value of money
and assumes that net income is earned evenly over the
life of the investment. This method also has the
disadvantage of oversimplification, such as omitting
elements of the investment not readily apparent, e.g.,
investments in inventories or receivables which require
the utilization of cash throughout the investment
period.

2.

Repairs and Maintenance of Factory Machinery
is an example of an item which may show
s u b s t a n t i a l variations which are not
proportionate to either sales or production. In
fact, it would not be unusual for many repair
and maintenance projects to be performed
during the time when production is lowest, thus
causing high unit costs (high costs divided by few
units) for the quarter. The effect on income
would be spread between the quarter of
incurrence and later quarters depending on
inventory levels and costing methods. Use of
predetermined overhead rates would have the
same effect (if variances were allocated between
inventories and cost of goods sold) or else would
confine the effect of the high costs to the
current quarter (if variances were included in
cost of goods sold). Low costs in periods of high
production would result in low unit costs, the
effects of which would be spread among quarters
as described above.

3.

Such quarterly statements do give management
opportunities to manipulate the results of
operations for a quarter — for instance, through
the timing of expenses. Management can defer
some expenses in an attempt to make the results
of earlier quarters look very profitable, thus
delaying discovery of conditions which could
reflect on management’s performance. On the
other hand, management can incur heavy
expenses in the earlier quarters in an attempt to
show a favorable trend in the later quarters. For
example, the time at which maintenance work is
undertaken is somewhat discretionary.

1.

The controller cannot achieve his objective with
out modification of his proposal. The basic flaw in
his plan arises from allocation of fixed costs in
proportion to units sold even though the average
sales price per unit varies from time to time. The
controller’s plan would produce the results shown
on the following page (in thousands of dollars).

Answer 7
a.

1.

If a corporation’s activity could be expected to
be the same in all quarters, there would be no
problems in using quarterly statements to predict
annual results, providing one recognized that the
normal activities of any corporation could be
disrupted by unforeseen events such as strikes,
fires, floods, actions of governmental authorities,
and unusual changes in demand for goods or
supply o f raw materials. Most businesses,
however, can be expected to have variations in
activity among quarters. Any user of the

b.
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Quarter

Quarter

First
$1,000
Sales
Variable costs
($.95 per
unit)
475
C ontribution
margin
525
F ix e d costs
(50%, 10%,
20%, 20%)
300
Income (loss)
b e fo re
in c o m e
taxes
$ 225

Second
$150

Third Fourth
$400

$400

190

190

950

55

210

210

1,000

60

120

120

600

$ 90

$ 90

Contribution
$525
margin
F ix ed costs
( 5 2 .5 % ,
5.5%, 21%,
21%)
315
Income before
in c o m e
taxes
$210

$1,950

95

$ (5)

First

Total

Prediction Based on

Third Fourth

Total

$55

$210

$210

$1,000

33

126

126

600

$22

$ 84

$ 84

$ 400

Prediction Based on

Predicted
Annual
Income

First quarter [$210 = 52.5%]
Second quarter [$22 = 5.5%]
Third quarter [$84 = 21%]
First and second quarters [$232 = 58%]
First, second, and third quarters [$316 = 79%]

$400
400
400
400
400

$ 400

In no instance will application of the
controller’s equation to interim income result in
a p r e d ic te d annual income of $400.
F urtherm ore, the predicted amounts vary
significantly as shown below.

Second

For the statements to serve their intended
purpose, the relationship of quarterly activity to
total expected activity will have to be disclosed.

Predicted
Annual
Income

2.

Variations of actual activity from expectations
can be included in income for the quarter in
which they occur, provided their effect on
income is not material.
Variations having a material effect should
be handled through allocation to all quarters.
Restatement of quarters preceding the most
recent quarter would be the most logical
p rese n tatio n . A lternatively, the entire
adjustment could be assigned to the latest
quarter; if so, only the combined income of all
elapsed quarters (rather than the results of each
elapsed quarter) could be used to predict annual
income.

3.

The controller appears to assume that inventories
will be stable in both number of units and in
total dollar amount. Such could be the case if,
for instance, there are stable inventories costed
by the LIFO method or if there are no year-end
inventories. If the assumption is not valid, the
controller’s plan will have to be modified.

First quarter ($225 = 50%]
$450
Second quarter [$(5) = 10%]
(50)
Third quarter [$90 = 20%]
450
First and second quarters [$220 = 60%]
366.7
First, second, and third quarters [$310 = 80%] 387.5

Neither can the controller achieve his
objective through allocation of fixed costs in
proportion to sales revenue.
Allocation of fixed costs in proportion to
contribution margin (sales revenue less variable
costs per unit) will achieve the objective as
shown in the following schedule.
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Answer 2

Answer 1
1.
2.
3.
4.
5.
6.
7.

b
d
c
a
d
b
d

8.
9.
10.
11.
12.
13.
14.

15.
16.
17.
18.
19.
20.
21.
22.

d
b
b
c
a
c
c
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b
c
c
a
b
c
a
b

23.
24.
25.
26.
27.
28.
29.
30.

a
c
d
a
d
c
a
b

Accounting Practice — Part I
Schedule 3
Sam and Mary Ball
COMPUTATION OF NET
DIVIDEND INCOME
For the Year Ended December 31, 1972

Answer 3
Sam and Mary Ball
COMPUTATION OF TAXABLE INCOME
For the Year Ended December 31, 1972
Salary.
Mr. Ball
Mrs. Ball
Add excess of expense allowance over
expenses incurred (Schedule 1)
Deduct unreimbursed moving expenses
(Schedule 2)
Dividend income (Schedule 3)
Interest income (Schedule 4)
Deduction for net capital loss (Schedule 5)
Adjusted gross income
Less itemized deductions (Schedule 6)
Less deduction for exemptions
(5 x $750)
Taxable income

Joint dividend from qualified
corporation
Skill Corporation, Houston
Less exclusion

$18,000
4,800
22,800

Nonqualifying dividend
Trade Corporation, Ltd., Quebec

500
23,300

Central Savings and Loan Association
U. S. Treasury bonds
Giant Corporation bonds

3,750
$10,212

Less reimbursement received

$ 60
30
160
$250

Schedule 5
Sam and Mary Ball
COMPUTATION OF DEDUCTION
FOR CAPITAL LOSS
For the Year Ended December 3 1 , 1972
Long-term capital loss on sale of 100 shares of
Skyrocket Corp.
Cost
Selling Price
Long-term loss (held over 6 months)
Long-term capital gain dividend from
Investors Mutual Fund
Net long-term capital loss
Net capital loss deduction — limited
to one-half of net long-term capital loss

$1,200

700
$ 500

Schedule 2
Sam and Mary Ball
COMPUTATION OF DEDUCTION FOR
UNREIMBURSED MOVING EXPENSES
For the Year Ended December 31, 1972
Deductible Costs:
World Wide Moving Company
Real estate commission on sale of
residence
Trip to locate new house
Costs of moving family

$ 70

Schedule 4
Sam and Mary Ball
COMPUTATION OF INTEREST
INCOME
For the Year Ended December 31, 1972

950
22,350
70
250
22,670
170
22,500
8,538
13,962

Schedule 1
Sam and Mary Ball
COMPUTATION OF EXCESS OF EXPENSE
ALLOWANCE OVER EXPENSES INCURRED
For the Year Ended December 3 1 , 1972
Total reimbursement received
Less deductible expenses:
Out of town trip —Transportation 100
Hotel
21
24 145
Meals
180
Local transportation (not commuting)
Entertainment
375

$150
(150)
0

$3,600
3,000
600
260
$ 340
$ 170

Schedule 6
Sam and Mary Ball
COMPUTATION OF TOTAL
ITEMIZED DEDUCTIONS
For the Year Ended December 31, 1972
Medical (Schedule 7a)
Contributions (Schedule 7b)
Taxes (Schedule 7c)
Interest on mortgage
Casualty loss (Schedule 7d)
Child care (Schedule 7e)
Political campaign deduction (limited
to $100 on joint return)

$1,150
1,200
350
250
2,950
2,000
$ 950
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$ 717
2,600
2,371
1,100
300
1,350
100
$8,538
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Schedule 7

Answer 4

Sam and Mary Ball
COMPUTATION OF ITEMIZED
DEDUCTIONS
For the Year Ended December 31, 1972
a. Medical:
One-half of insurance premiums
Total medicine and drugs
Less 1% of adjusted gross income

$ 146
$

Other Medical —Doctor fees
Dentist fees
Hospital costs
Remainder of
insurance premiums
Less 3% of adjusted gross income

a.

280
225
55
437
118
490
146
l,246
675

Contributions:
United Fund
First Church —cash
First Church —stock (limited
to cost)

Taxes:
Personal property
Real estate
Gasoline —state only
State income tax
State and city sales taxes

Casualty loss:
Value of car before accident
Value of car after accident
Loss is less than basis
Less insurance reimbursement
First $100 not deductible
Net casualty loss
e. Child care (care for disabled dependent):
Housekeeper at $300 per month
for twelve months
Adjusted gross income
$22,500
Income ceiling
18,000
4,500
One-half of excess over $18,000

Revenue for the year ended June 30, 1973,
($1,138,800) divided by the average revenue per pa
tient day ($65) equals the number of patient days for
the year ended June 30, 1973, (17,520 days).
T otal expenses allocated by patient days
($262,800) divided by total patient days (17,520)
equals the expense per patient day ($15).
Revenue per patient day
Less variable expense perpatient day
Contribution per patient day
Fixed costs
Salary of supervising nurses
Total fixed costs

$65
15
$50
$453,000
72,000*
$525,000

571
$ 717

*Since maximum capacity in the Pediatrics
Department is 21,900 patient days, the number of
supervising nurses is fixed at four.

$ 500
800

Total fixed costs ($525,000) divided by the con
tribution margin ($50) equals the number of patient
days necessary to cover fixed costs (10,500 days).

1,300
$2,600

Salary expense of aides and nurses at 10,500
patient days:

$

85
400
86
1,140
660
$2,371

$2,900
700
2,200
( 1,800)
400
100
$ 300

Aides (21 x $5,000)
Nurses (11 x $13,000)
Total

$105,000
143,000
$248,000

Total fixed expenses
Salaries at 10,500 patient days
Total costs to be covered
Divided by contribution margin
Number of patient days

$525,000
248,000
773,000
50
15,460

Salary expense of aides and nurses at 15,460
patient days:
Aides (22 x $5,000)
Nurses (12 x $ 13,000)
Total
Total fixed expenses
Salaries at 15,460 patient days
Total costs to be covered
Divided by the contribution margin
Number of patient days for break
even (salaries at 15,820 pa
tient days is the same as for
15,460 patient days)

$3,600

2,250
$1,350
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$ 110,000
156,000
$266,000
$525,000
266,000
791,000
_____ 50

15,820
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b.

Answer 6

The Pediatrics Department should not rent the addi
tional 20 beds because there would be an annual loss
of $74,500 from the additional beds.

Dr. and Mrs. James Nolan

STATEMENT OF ASSETS AND LIABILITIES
Increase in revenue:
Additional patients per day (17)
times additional days (90) equals
additional patient days (1,530)
times revenue per patient day
($65) equals total additional rev
enue
Increase in costs:
Costs applied per patient day —
Additional patient days (1,530)
times variable cost per patient
day ($15) equals total addition
al variable cost
Cost applied per bed capacity —
Total costs ($453,000) divided
by the present bed capacity
(60) equals cost per bed
($7,550) times the additional
beds (20) equals the increased
cost for the additional beds
Salary expense would not increase
Total additional costs
Total annual loss from renting
additional 20 beds

June 30, 1973

Assets

$ 38,000
Cash
M a rk e ta b le investm ent
7,500
(Crown Corporation)
Interest in net assets of Sub
urban Medical Group, a
65,712
partnership— Schedule 2
Residence, pledged on mort
85,000
gage note
5,950
Auto
6,000
Painting
Household effects
27,500
Vested interest in pension
trust
5,432
Nonmarketable investment in
Medical Instruments, Inc.
— Schedule 3
9,000
$250,094

$ 99,450

22,950

151,000
—
173,950
$ 74,500

a
a
a
c
c
c
c
c
c
c
c
e
e

44.
45.
46.
47.
48.
49.
50.
51.
52.
53.
54.
55.

Estimated
Value Basis

$ 38,000
16,500
130,000
108,500
4,800
16,000
12,000
6,818
48,500
$381,118

Liabilities

Payable to charge accounts
$ 1,030
6¾% 30-year mortgage matur
ing in 2000 secured by res
idence
64,498
Accrued income taxes pay
5,000
able, net of prepayments
Accrued income taxes pay
able on unrealized asset
appreciation— Schedule 1
Deferred income taxes —
Schedule 4
1,200

Answer 5

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.
41.
42.
43.

Cost
Basis

c
e
e
c
c
a
a
c
c
c
a
c

Total liabilities
Excess of assets over liabili
ties
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$

1,030
64,498
5,000

42,670
1,200

71,728

114,398

178,366
$250,094

266,720
$381,118
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Schedule 1

Schedule 2

Dr. and Mrs. James Nolan

CALCULATION OF ACCRUED INCOME TAXES
ON UNREALIZED ASSET APPRECIATION

Dr. and Mrs. James Nolan

CALCULATION OF COST BASIS OF
INTEREST IN SUBURBAN MEDICAL GROUP

June 30, 1973

June 30, 1973
Capital Assets

Marketable Invest
ment in Crown
Corporation
Investment in Med
ical Instruments,
Inc.
Residence
Less mortgage
Painting

Cost
Basis

Estimated
Value
Basis

$7,500

$16,500

9,000
85,000
(64,498)
6,000

48,500
108,500
(64,498)
16,000
125,002
43,002

Less cost basis
$43,002
Unrealized apprecia
tion on capital
assets
Less 50%
Capital gain
Assumed tax rate

Accrued
Income
Taxes

Capital on modified cash basis
Unrecorded accounts receivable
Unrecorded accounts payable
Capital on accrual basis

$120,300
12,451
(1,327)
131,424
x 50%
$ 65,712

Dr. Nolan’s interest in partnership

Schedule 3
Dr. and Mrs. James Nolan

CALCULATION OF ESTIMATED VALUE
OF MEDICAL INSTRUMENTS, INC.
June 30, 1973

Average of last 3 years earnings
($58,200 ÷ 3)
Multiply by earnings multiple
Estimated value of 100% of business
Estimated value of Nolan’s 25% share

82,000
(41,000)
41,000
x 40%
$16,400

$ 19,400
______10
$194,000
$ 48,500

Other Assets

Net assets of Sub
urban Medical
Group
Pension trust

Schedule 4

$65,712
5,432

Less cost basis
$ 71,144
Unrealized apprecia
tion
Assumed tax rate

Dr, and Mrs. James Nolan

130,000
6,818
136,818
71,144

CALCULATION OF DEFERRED TAXES
June 30, 1973

Painting
Cost basis for accounting pur
poses
Cost basis for tax purposes

65,674
x 40%
26,270

Total accrued in
come taxes on
u n r e a l iz e d
asset apprecia
tion

Less 50%
Capital gains
Assumed tax rate
Total deferred taxes

$42,670

100

$6,000
0
6,000
3,000
3,000
x 40%
$ 1,200

ACCOUNTING PRACTICE — PART II
November 8, 1973; 1:30 to 6:00 P.M.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.

9.
10.
11.
12.
13.
14.
15.
16.

a
d
b
e
c
a
c
c
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a
c
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Computer Systems, Inc.
SCHEDULE OF AMORTIZATION OF
PROGRAM COSTS APPLICABLE
TO KELLER, INC. LEASES
For the Years Ended December 31, 1971, 1972, and 1973

Answer 2
Computer Systems, Inc.
SCHEDULE OF REVENUES AND EXPENSES
APPLICABLE TO KELLER, INC., LEASES
For the Years Ended December 31, 1971, 1972, and 1973

a.

Lease rental revenue:
1971
1972
1973
Sale of programs:
1971
1972
1973
Interest revenue:
1971
1972
1973
All other revenues:
1971
1972
1973
Amortization of program and initial
program-modification costs:
1971
1972
1973
Cost of programs sold:
1971
1972
1973
All other expenses:
1971
1972
1973

TypeA
Leases

Type B
Leases

$4,300
4,300
4,300

-

Lease revenue per year
Amortization rate
Initial program-modification costs
allocated equally to each lease
year (330 + 300) ÷ 3
Total expense per year (1971 through 1973)

210
$382

—
—

$32,376
—
—

—

1,080
444
—

Computer Systems, Inc.
SCHEDULE OF REVENUES AND EXPENSES
ON INSTALLMENT SALE OF EQUIPMENT
For the Year Ended June 30, 1972

1,860
2,073
2,100

2,475
2,787
2,847

Revenues
Profit on sale ($5,000) ÷ selling price of equipment
($20,000) = gross-profit percentage (25%)

b.

—
—

382
382
382
-

Interest
revenue
Collections:
July 1, 1971:
$2,000 x 25%
September 30, 1971:
Principal balance ($18,000)
x effective interest rate
(2%)
Payment ($2,457) - interest
payment ($360) = $2,097
x 25%
December 31, 1971:
Principal balance ($15,903)
x 2%
$2,457 -$ 3 1 8 = $2,139
x 25%
March 31, 1972:
Principal balance ($13,764)
x 2%
$2,457 - $275 = $2,182
x 25%
June 3 0 , 1972:
Principal balance ($11,582)
x 2%
$2,457 - $232 = $2,225
x25%
Total revenue

6,300
—
210
123

111
108
-

Computer Systems, Inc.
SCHEDULE OF INTEREST REVENUE FROM TYPE B
LEASES APPLICABLE TO KELLER, INC.
For the Years Ended December 31, 1971, 1972, and 1973
Receivable balance at July 1, 1970
Payment on July 1, 1970
Receivable balance during year ended
June 30, 1971
Interest revenue for year ended
June 30, 1971 ($15,426 x 7%)
Receivable balance at July 1, 1971
Payment on July 1, 1971
Receivable balance during year ended
June 30, 1972
Interest revenue for year ended
June 30, 1972 ($6,336 x 7%)
Receivable balance at July 1,1972
Payment on July 1, 1972
Receivable balance during year ended
June 30, 1973 (no interest revenue)

$4,300
.04
172

$32,376
16,950
15,426
1,080
16,506
10,170
6,336
444
6,780
6,780
$

-

$ 360

Realized gross
profit on sale
o f equipment

$ 500

-

-

524

318

—

-

535

275

—

-

545

232

—

$1,185

556
$2,660

Expenses
The $750 selling expenses would be expensed during the
year ended June 3 0 , 1972.

0
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Answer 3
Parent, Inc., and Subsidiary
WORKSHEET TO PREPARE CONSOLIDATED BALANCE
SHEET AND INCOME STATEMENT
For the Year Ended December 31, 1972
Parent, Inc.
Dr. (Cr.)
Cash
Accounts receivable
Costs and estimated earnings
in excess of billings on un
completed contracts
Dividends receivable
Mortgage receivable
Unsecured notes receivable
Inventories
Land
Plant and equipment, net
Investment in Subsidiary Cor
poration
Assets under construction
Accounts payable
Dividends payable
Mortgages payable
Preferred stock
Common stock
Retained earnings
Sales
Earned revenues on contracts
Cost of sales
Cost of earned revenues on
contracts
Selling, general, and adminis
trative expenses
Interest revenue
Interest expense
Dividend revenue
Gain on sale of land

$

43,000
119,000

500
8,311
18,000
217,000
34,000
717,000
151,000

Subsidiary Corp.
Dr. (Cr.)
$

Adjustments and
Eliminations
Credit
Debit
$

31,211
53,000

(11)$ 27,000

87,100
—
—
—
117,500
42,000
408,000

(6)$

225

(97,000)
(2,500)
(397,311)
(50,000)
(100,000)
(47,000)
—
(1,289,000)

1,155,000

-

(7) 45,000
(11) 27,000
500
(8)
8,311
(3)
(1) 10,000
(1) 100,000
(1) 41,000
(9) 238,000
(7) 57,000
(5) 22,000
1,200
(10)

852,000
497,000
(20,000)
49,000
(500)
(4,000)
$
0

(7)
(8)
(3)

57,000
500
8,311

(10)
(2)
(5)

1,200
4,000
4,500

(1) 151,000

-

(203,000)
(592,000)
(250,000)
(139,311)
(1,800,000)
—

Consolidated
Balances
Debit
Credit

360,000
32,000
$
0

(4)
(8)
(2)
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(8)

74,211
145,000
30,100
18,000
333,300
72,000
1,120,725
45,000
$ 273,000
2,000
981,000
40,000
250,000
145,811
1,562,000
1,210,000

500

(9) 238,000

918,200

(7)
(5)

45,000
17,500

789,500

(6)

225

856,775

(4)

851

80,149

$555,587

$4,482,960

851
500
4,000
$555,587

19,149

$4,482,960
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Parent, Inc., and Subsidiary
CONSOLIDATING, ADJUSTING, AND ELIMINATING
JOURNAL ENTRIES
For the Year Ended December 31, 1972
(Not Required)
Debit

Debit
(6)
Plant and equipment, net
Selling, general, and ad
ministrative expenses

Credit

$ 10,000
100,000
41,000

$

225

(7)
Earned revenues on contracts
Assets under construction
Costs and estimated earn
ings in excess of bill
ings on uncompleted
contracts
Cost of earned revenues
on contracts

(2)
4,000
4,000

To eliminate intercompany gain on sale of land.

57,000
45,000

57,000
45,000

To eliminate intercompany sale on uncompleted contracts
and adjust intercompany receivable to fixed asset
account (see schedule 2).

(3)
Mortgages payable
Mortgage receivable

225

$151,000

To eliminate Parent’s investment in Subsidiary.

Gain on sale of land
Land

$

To adjust for Parent’s depreciation on intercompany profit
in equipment (see adjustment 5).
$4,500 ÷ 10 years = $450 2 = $225.

(1)
Preferred stock
Common stock
Retained earnings
Investment in Subsidiary

Credit

8,311
8,311

To eliminate intercompany mortgage on sale of land (see
schedule 1).

(8)

Interest revenue
Interest expense

500
500

Dividends payable
Dividend revenue
Dividends receivable
Retained earnings

(4)
851
851

To eliminate intercompany interest on intercompany mort
gage (see schedule 1).

500
500

To eliminate intercompany portion of Subsidiary’s pre
ferred stock dividend.

(5)
(9)
Earned revenues on contracts
Plant and equipment, net
Cost of earned revenues
on contracts

22,000
4,500
Sales
Cost of sales

17,500

238,000
238,000

To eliminate intercompany sales from Parent to Subsidiary.

To eliminate intercompany sale on completed contract.
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Debit

Credit

(10)
Cost of sales
Inventories

Credit

Debit
( 11)

$

1,200
$

Accounts payable
Accounts receivable

1,200

To eliminate intercompany profit in inventories
($11,200 ÷ 112%= $10,000- $11,200 = $1,200).

$ 27,000
$ 27,000

To eliminate intercompany receivables and payables
($238,000 - $211,000 = $27,000).
Schedule 1

Parent, Inc., and Subsidiary
SCHEDULE OF INTERCOMPANY
MORTGAGE AND INTEREST
For the Year Ended December 31, 1972
(Not Required)
Effective
interest rate

Principal
balance

Period
January 1, 1972 —March 31, 1972
April 1, 1972 —June 30, 1972
July 1, 1972 —September 30, 1972
October 1, 1972 —December 31, 1972
December 31, 1972

$12,000
11,105
10,192
9,261
8,311

Interest
expense

Portion o f Payment
applied to balance

$240
222
204
185

$895
913
931
950

2%
2
2
2

$851
Schedule 2
Parent, Inc., and Subsidiary
SCHEDULE OF PROFIT ON UNCOMPLETED
INTERCOMPANY CONTRACT
For the Year Ended December 31, 1972
(Not Required)
Cost to date ($45,000) ÷ Total estimated cost ($75,000) = Percent complete (60%).
Total contract price ($95,000) x Percent complete (60%) = Revenue recognized to date ($57,000).
Answer 4
a.

Dom Corp.
COMPARATIVE SCHEDULE OF PRETAX
ACCOUNTING INCOME AND TAXABLE INCOME
For the Year Ended December 31, 1972
Pretax
Accounting

Sales
Cost of goods sold
Gross profit

Operating expenses
Income from operations
Interest revenue
Interest expense
Investment revenue
Rental revenue
Net income before income taxes

$597,800
341,250
256,550
105,000
151,550
550
(1,250)
42,500
24,000
$217,350

Dom Corp.
SCHEDULE OF SALES
For the Year Ended December 31, 1972
Pretax
Accounting

Taxable

$600,000

$600,000

Taxable
$566,000
342,700
223,300
105,000
118,300

Balance per the trial balance
Deduct:
Unrealized 1972 sales
Interest revenue included in
note receivable
Subtotal

2,250
28,000
$148,550

Add:
Realized 1970 sales
Realized 1971 sales
Sales

105

60,000
2,200
597,800

540,000

$597,800

10,000
16,000
$566,000
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Dom Corp.
SCHEDULE OF COST OF GOODS SOLD
For the Year Ended December 31, 1972

Balance per the trial balance
Deduct:
Deferred cost of 1972 sales
Interest expense included in
note payable, allocable to
cost of sales
Subtotal
Add:
Recovered cost of 1970 sales
Recovered cost of 1971 sales
Cost of goods sold

Dorn Corp.
SCHEDULE OF PRESENT VALUE
COMPUTATION— INTEREST EXPENSE
For the Year Ended December 31, 1972

Pretax
Accounting

Taxable

$360,000

$360,000

Pretax
Accounting
Face amount of note payable

18,750
341,250

$341,250

Present value of note
($100,000 x $.75)
Unamortized discount
Annual amortization on fiveyear note
Interest expense October 1 —
December 31, 1972

324,000
7,500
11,200
$342,700

Pretax
Accounting

Present value of note
$20,000 x $.89
Unamortized discount
Annual amortization on twoyear note
Interest revenue
July 1 — December 31,
1972

$20,000

Per trial balance (dividends re
ceived)
Add:
The pro-rata share of undis
tributed earnings (55,000
x 80%) - $15,000
Subtotal
Deduct:
The amortization of pur
chased goodwill
($30,000 x 5%)
Dividend-received credit
Investment revenue - Serv Corp.

Taxable
Not
applicable

17,800
$ 2,200
$ 1,100
$

Not
applicable

75,000
$ 25,000
$

5,000

$

1,250

Dom Corp.
SCHEDULE OF INVESTMENT
REVENUE— SERV CORP.
For the Year Ended December 31, 1972

Dom Corp.
SCHEDULE OF PRESENT VALUE
COMPUTATION— INTEREST REVENUE
For the Year Ended December 31, 1972

Face amount of note receivable

$100,000

36,000

Taxable

550
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Pretax
Accounting

Taxable

$15,000

$15,000

29,000
44,000

15,000

(1,500)
$42,500

12,750
$ 2,250
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b.

Debits

Dom Corp.
ANALYSIS OF DEFERRED INCOME TAXES
For the Year Ended December 31, 1972
Debits

Balance per the trial balance:
Installment accounts receiv
able on 1970 sales
($10,000 x 25% gross
profit x 40%)
Installment accounts receiv
able on 1971 sales
($41,000 x 30% gross
profit x 40%)
Unearned rental revenue at
December 31, 1971
($2,000 x 40%)
Payments on the 1972 esti
mated tax liability
Correction of posting error—
tax payments
Reversal of timing differences:
Installment accounts receiv
able on 1970 sales
($10,000 x 25% gross
profit x 40%)
Installment accounts receiv
able on 1971 sales
($16,000 x 30% gross
profit x 40%)
Unearned rental revenue at
December 31, 1971
($2,000 x 40%)
1972 timing differences:
Installment accounts receiv
able on 1972 sales
($60,000 x 40% gross
profit x 40%)
Unearned rental revenue at
December 31, 1972
($6,000 x 40%)
Note receivable (presentvalue adjustment)
($20,000 - $17,800 =
$2,200 sales adjust
ment - $550 in
terest revenue =
$1,650 x 40%)

Note payable (present-value
adjustment)
($100,000 - $75,000
= $25,000 x 75% =
$18,750 cost of
sales adjustment —
$1,250 interest ex
pense = $17,500 x
40%)
Investment in Serv Corp.
(goodwill) ($30,000 x 5%
= 1,500 amortized good
will x 40%)
Investment in Serv Corp. (un
distributed earnings)
($ 5 5,000 x 80% =
$44,000 pro-rata
share —$ 15,000 dis
tribution = $29,000
- (85% x $29,000)
= $4,350 x 40%)

Credits

$ 1,000

4,920
$

800

43,000
43,000

Balance of deferred income
taxes (credit)

Credits

$ 7,000

$

600

50,380

1,740
68,060

17,680
$68,060

$68,060

1,000
Dom Corp.
RECONCILIATION OF DEFERRED INCOME TAXES
December 31, 1972
(Not Required)

1,920

Pretax accounting income
Deduct: taxable income

800

Deduct: permanent difference
(dividend-received credit)
85% x $44,000
Net 1972 timing difference
$31,400 x 40% effective tax rate
Deferred income tax per
trial balance (debit)
Deduct: estimated tax payments
posted in error
Subtotal (credit)
Add: deferred tax effect as
above (credit)
Deferred income taxes at
December 31, 1972 (credit)

9,600
2,400

660

107

$217,350
148,550
68,800
37,400
$ 31,400
$ 12,560
$ 37,880
43,000
(5,120)
(12,560)
$(17,680)
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Answer 5
Marshall Manufacturing, Inc.
SCHEDULE OF MOST PROFITABLE USE OF IDLE FACILITIES
For the Four Years Ending June 30, 1977
____________________ Alternatives____
1
2
3
Cost to purchase D:
50,000 units per year
@ $1.65 for 4 years
5,000 units per year
@ $2.00 for 4 years
13,000 units per year
@ $1.95 for 4 years
Rental income for 4 years
Leasehold improvements
Indirect costs for 4 years
Sales price of equipment
Cost to convert assembly line(s)

$330,000

$330,000

$40,000
$101,400
(48,400)
38,000
14,000
(70,000)

(70,000)
91,000

Cost to produce D:
Material:
45,000 units per year
@ $.10 for 4 years
37,000 units per year
@ $.10 for 4 years
Labor:
45,000 units per year
@ $.25 for 4 years
37,000 units per year
@ $.25 for 4 years
Incremental overhead costs

45,500

18,000
14,800
45,000

$260,000

$263,600
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64,000
$258,000

37,000
48,000
$246,700
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Answer 2

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.

d
b
a
c
b
a
d
b

9.
10.
11.
12.
13.
14.
15.
16.

c
b
a
a
c
d
d
c

17.
18.
19.
20.
21.
22.
23.
24.
25.

a
b
a
a
c
b
d
d
d

43.
44.
45.
46.
47.
48.
49.
50.

b
a
c
d
a
c
c
b

Answer 3
34.
35.
36.
37.
38.
39.
40.
41.
42.

a
a
b
d
d
a
d
d
b
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26.
27.
28.
29.
30.
31.
32.
33.

c
a
c
d
a
b
c
d
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Answer 4
a.

b.

c.

representation from the other auditor that he is in
dependent and is aware that Elliott is relying on the
audited financial statements of Woods in recording its
equity interest in Woods.
If the auditor of Elliott decides not to make ref
erence in his auditor’s report to the examination of
Woods’ financial statements by the other CPA, he
should, in addition to performing the above proce
dures, perform one or more of the following: (1) visit
the other auditor and discuss the audit procedures
followed and results thereof; (2) review the audit pro
grams of the other auditor; and/or (3) review the
working papers of the other auditor, including his
evaluation of internal control and his conclusions as to
other significant aspects of the engagement.

6½% secured note receivable - The collectibility of
this note is doubtful. Therefore, the auditor must look
to the value of the collateral, the land, in evaluating
the account.
The auditor should have Elliott request Tysinger
to confirm directly to the auditor the principal and
interest balance and that the loan is secured by a first
mortgage on the land. The auditor should examine the
note and mortgage and any other documents appro
priate in the particular state. If the mortgage is being
serviced by a mortgage company, Elliott should
request that details of the mortgage be confirmed
directly to the auditor.
The auditor should also obtain an opinion from
outside counsel as to Elliott’s claim on the land, and
whether there are any liens outstanding which would
reduce the amount Elliott could realize on the land.
The auditor must also be concerned that the
value of the land adequately covers the receivable
balance. This may require an independent appraisal.
The auditor should discuss with management its
intentions relative to the note and land. This is
especially important from the standpoint of footnote
disclosure.

d.

Bowen common stock - Since the stock is held by the
bank, the auditor should ask Elliott to have the bank
confirm directly to the auditor that the bank is hold
ing the stock. This is usually done in connection with
the note-payable confirmation.
The auditor should refer to his 1972 workpapers
to verify the cost of the stock and he should also
investigate the market value of the stock as of the
balance-sheet date and the report date. Since the stock
is actively traded, this is best done by examining The
Wall Street Journal or a local newspaper to determine
the current market value.

Dividend income — There are a number of published
dividend records (e.g. Moody’s or Standard and Poors)
which the auditor can obtain. He should review this
published source for the Bowen common stock to
verify the dividend income recorded, if any, by
Elliott, and to verify that there was not a dividend
declared by Bowen but not recorded by Elliott.
The published dividend record should also be
reviewed for Woods to determine that any dividends
have been properly credited against the investment
account.

Answer 5
a.

To calculate the estimate of the total value, the arith
metic mean of the sample is multiplied by the total
units in the population (total inventory items) or
xN = the estimated total value. Therefore:
X =

$38,400 = $96.
400

xN = $96 x 12,700 = $1,219,200.

Woods common stock - When an investor owns 20%
or more of the common stock of an investee there is a
presumption that the investor has the ability to
exercise significant influence over the investee, which
requires that the investment be carried on the equity
basis. The auditor should determine that this presump
tion is valid. He should analyze the investment
account to determine that the equity basis is properly
stated and that intercompany profit or loss has been
appropriately eliminated. Elliott’s minutes should be
reviewed as one important source of this information.
The auditor should count the securities and
obtain a copy of the other auditor’s report.
If the auditor of Elliott decides to make refer
ence in his auditor’s report to the examination of
Woods’ financial statements by the other CPA, he
should obtain evidence as to the professional reputa
tion and standing of the other auditor and obtain a

Hence the estimated total value of Draper’s inventory
is $1,219,200.
b.

It can be concluded with 95% confidence that the true
value of Draper’s inventory is an amount within the
range of $1,219,200 ± $34,848.80, or between
$1,184,351.20 and $1,254,048.80. Stated another
way: there are 95 chances out of 100 that the true
value is an amount between $1,184,351.20 and
$1,254,048.80. See the calculations below.
Calculations
Estimated population standard deviation:

sXj =

110

312,816
399

784

=

28

Auditing
Estimated standard error of the mean(SE):
SE =

28
400

=

28
20

=

establishing the degree of assurance he deems neces
sary to reasonably form an opinion on the financial
statements. Once the confidence level has been estab
lished, the desired precision can be related to sample
precision in the process of determining sample size.
The sample precision range is a mathematically
determined range above and below the estimated value
which would include the actual value at a given con
fidence level. For example, at a confidence level of
95%, there are 95 chances in 100 that the actual value
is included within the range (above and below the
estimated value) established by calculating the error
resulting from sampling at that confidence level. The
confidence level and sample precision range are inter
dependent. As the confidence level increases, the
range (above and below the sample estimate) which
would include the true value becomes wider. The
reverse is also true.
Assume that the sample precision range asso
ciated with the $1,690,000 estimated inventory value
at a 95% confidence level was ± $35,000. The lower
precision limit of $1,655,000 ($1,690,000 —$35,000)
is $45,000 ($1,700,000 - $1,655,000) below the
book value, and the upper precision limit of
$1,725,000 ($1,690,000 + $35,000) is $25,000
($1,725,000 — $1,700,000) above the book value.
This means there is a 95% probability that the book
value is not overstated by more than $45,000 and not
understated by more than $25,000.
If the auditor had established a desired precision
of anything greater than $45,000, the sampling results
would have supported fair statement of the book
value of the inventory because there would have been
a 95% probability that the actual inventory value is
included in a range which was not greater than
$45,000 from the book value of the inventory.
However, the auditor should additionally analyze
the differences between audited values and book
values. For example, he should determine whether the
differences resulted from intentional or unintentional
errors or a disregard of instructions, and whether the
impact on the financial statements would have been
concealed or unconcealed. This analysis coupled with
the statistical sampling results can provide the auditor
with the basis for a judgment as to whether additional
auditing is required, either through expanded sampling
or alternative procedures.

1.40

Conversion of the standard error of the mean
(SE) to the 95% confidence level:
± 1.96 SE = ± 1.96 x 1.40 = ± 2.744
Calculation of sample precision:
± 2.744 x 12,700 = ± $34,848.80
Calculation of range:
Lower:
$1,219,200 - $34,848.80 = $1,184,351.20
Upper:
$1,219,200 + $34,848.80 = $1,254,048.80
c.

Statistical sampling is one of the techniques, per
missible under generally accepted auditing standards,
available to the auditor to accomplish his objectives.
Statistical samples are evaluated in terms of precision
and confidence. Precision for the auditor’s purpose
may be usefully adapted by relating it to materiality
and confidence by relating it to the reasonableness of
the basis for his opinion.
Whether or not the estimated value of the inven
tory supports fair presentation of the book value
depends on (1) the amount of desired precision that
the auditor established before the sample was taken
and (2) the sample precision range associated with the
estimated value of the inventory. It should be stressed
that the desired precision and sample precision are not
the same.
The desired precision is based on the dollar
amount of misstatement of the inventory that the
auditor would consider material in relation to the
financial statements taken as a whole at a predeter
mined confidence (reliability) level. Establishment of
the desired precision and confidence level for any
given situation is a matter of audit judgment because
no mathematical basis for definitive criteria is avail
able. In setting the confidence level the auditor is
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Answer 6
Weaknesses

Recommended Improvements

1.

Raw materials may be removed from the storeroom
upon oral authorization from one of the production
foremen.

1.

Raw materials should be removed from the storeroom
only upon written authorization from an authorized
production foreman. The authorization forms
should be prenumbered and accounted for, list
quantities and job or production number, and be
signed and dated.

2.

Alden’s practice of monthly physical-inventory counts
does not compensate for the lack of a perpetualinventory system. Quantities on hand at the end of
one month may not be sufficient to last until the next
month’s count. If the company has taken this into
account in establishing reorder levels, then it is carry
ing too large an investment in inventory.

2.

A perpetual-inventory system should be established
under the control of someone other than the store
keepers. The system should include quantities and
values for each item of raw material. Total inventory
value per the perpetual records should be agreed to
the general ledger at reasonable intervals. When
physical counts are taken they should be compared to
the perpetual records. Where differences occur they
should be investigated, and if the perpetual records are
in error they should be adjusted. Also, controls should
be established over obsolescence of stored materials.

3.

Raw materials are purchased at a predetermined
reorder level and in predetermined quantities. Since
production levels may often vary during the year,
quantities ordered may be either too small or too
great for the current production demands.

3.

Requests for purchases of raw materials should come
from the production-department management and be
based on production schedules and quantities on hand
per the perpetual records.

4.

The accounts-payable clerk handles both the purchas
ing function and payment of invoices. This is not a
satisfactory separation of duties.

4.

The purchasing function should be centralized in a
separate department. Prenumbered purchase orders
should originate from and be controlled by this de
partment. A copy of the purchase order should be
sent to the accounting and receiving departments.
Consideration should be given to whether the receiv
ing copy should show quantities.

5.

Raw materials are always purchased from the same
vendor.

5.

The purchasing department should be required to
obtain competitive bids on all purchases over a
specified amount.

6.

There is no receiving department or receiving report.
For proper separation of duties, the individuals re
sponsible for receiving should be separate from the
storeroom clerks.

6.

A receiving department should be established. Person
nel in this department should count or weigh all goods
received and prepare a prenumbered receiving report.
These reports should be signed, dated, and controlled.
A copy should be sent to the accounting department,
purchasing department, and storeroom.

7.

There is no inspection department. Since high-cost
electronic components are usually required to meet
certain specifications, they should be tested for these
requirements when received.

7.

An inspection department should be established to in
spect goods as they are received. Prenumbered inspec
tion reports should be prepared and accounted for. A
copy of these reports should be sent to the accounting
department.
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Answer 7
Account Name

Information to be Confirmed

From Whom Confirmed

Cash in bank

All banks in which Star had deposits dur
ing the year including those which may
have had an account that was closed out
during the year.

Name and address of the bank.
The amount on deposit for each account as of the
balance-sheet date plus the name of each account, the
account number, whether or not the account is
subject to withdrawal by check, and the interest rate
if the account is interest bearing.
The amount for which Star was directly liable to the
bank for loans, acceptances, etc., as of the balancesheet date plus the date of the loan, the due date, the
interest rate, the date to which interest is paid and de
scription of the liability, collateral, security interests,
liens, endorsers, etc.
The amount for which Star was contingently liable as
endorser of notes discounted and/or as guarantor as of
the balance-sheet date plus the name of the maker, the
date, and the due date of the note.
If Star has any other direct or contingent liabilities or
open letters of credit.
If there are any other security agreements or agree
ments providing for restrictions.
If internal control over cash is very weak, the auditor
may wish to request that the bank include a list of
authorized signatures with the confirmation.

Trade-accounts
receivable

A representative sample of debtors at a
selected confirmation date which may be
either at the balance-sheet or an interim
date. Confirmations should also be re
quested for the following types of ac
counts:
•
Accounts with large balances.
•
Past-due accounts.
•
Accounts with zero or credit bal
ances.
•
Accounts written off during the
current period.
•
Accounts whose collection is con
sidered questionable.
•
Other accounts of an unusual
nature.

The confirmation can be either a positive or negative form
of request. The positive form requests the debtor to
directly notify the auditor whether the information is
correct and if not correct which items are considered in
correct. The negative form requests a reply only if the in
formation is incorrect. In both cases the information should
include:
•
Name and address of the debtor.
•
The confirmation “as o f ’ date
The aged account balance or individual invoices in
cluded in such balance (with invoice date).

Notes receivable

A selected sample of notes receivable out
standing at the balance-sheet date. If a
note receivable was written off during the
year, the balance written off should be
confirmed as a receivable balance.

•
•
•
•
•
•
•
•
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Name and address of the debtor.
Date of the note.
Due date.
Unpaid balance at balance-sheet date.
Payment arrangements.
Interest rate.
Date of last interest payment.
Collateral, if any, to secure the note.
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Account Name

From Whom Confirmed

Information to be Confirmed

Inventories

Public warehouses or other outside cus
todians (if any).

Name and address of public warehouse or other out
side custodian
•
The inventory date
•
Detailed lists of inventory stored.
Under generally accepted auditing standards, direct con
firmation is acceptable provided supplemental inquiries are
made as to the bona fides of the situation if the amount
represents a sufficient proportion of the current or total
assets.

Trade-accounts
payable

Suppliers from whom substantial purchases have been made during the year,
regardless of the balances of their ac
counts at the balance-sheet date.

•
•

Name and address of the supplier.
The amount due and the amount of any purchase
commitments as of the balance-sheet date.
When internal control is considered good the confirmation
can be at an interim date; however, a thorough review must
then be made of changes in the major accounts during the
intervening period between the confirmation date and the
year-end. It should also be noted that with interim con
firmation the auditor loses a desirable audit procedure for
disclosing unrecorded and contingent liabilities at the
balance-sheet date.
As an alternative to confirmation letters it is becoming
common practice to ask the vendor to send directly to the
independent auditor a statement of his account with the
client as of the balance-sheet date rather than send an
accounts-payable confirmation.

Mortgages
payable

Mortgagee for each mortgage which has a
balance at the balance-sheet date.

•
•
•
•
•
•
•
•
•
•

•

•
Capital stock

If Star uses an outside transfer agent and
registrar, confirmations should be sent to
both.

•
•
•

Legal fees

All of Star’s major attorneys. The selec
tion is most often determined by a review
of the legal fees for the year but should
also be sent to attorneys that the inde
pendent auditor knows the client has
used extensively in prior years.
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Name and address of mortgagee.
Original amount.
Date of note.
Maturity date.
Balance due at balance-sheet date.
Payment arrangements.
Interest rate.
Interest payment dates.
Date of last interest payment.
Nature of defaults and if any events of default are
known to mortgagee.
Location of mortgaged property.
Name and address of transfer agent and registrar.
Number of shares of common stock authorized, is
sued, outstanding, and held as treasury shares for the
company as of the balance-sheet date.
The amount of Star’s indebtedness to them, if any, as
of the balance-sheet date.

The attorney’s confirmation should request a letter from
each attorney as to engagements being handled as of and
subsequent to the balance-sheet date. For each engagement,
the attorney should give a description, report on its status
as of the balance-sheet date and as of the date of his letter,
and give his opinion as to the ultimate liability. The
attorney should also state Star’s indebtedness to him as of
the balance-sheet date.

Auditing

Account Name
Sales and
expense accounts

From Whom Confirmed

Information to be Confirmed

Occasionally confirmation may be re
quested from an outside party for in
dividual transactions contributing to total
sales or expenses. This is particularly true
where a major item is based on a formal
contract and the auditor wants indepen
dent confirmation that there is agreement
on the significant terms of the contract
and that these terms have been satisfac
torily completed.
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•
•

Name and address of outside party.
Other specific information would depend on the
nature of the item and the reason the auditor feels it is
necessary to confirm the item.

BUSINESS LAW
(Commercial Law)
November 9, 1973; 8:30 A.M. to 12:00 M.

Answer 2

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.

b
d
d
b
b
d
d
c
b

10.
11.
12.
13.
14.
15.
16.
17.
18.

c
c
d
d
a
a
b
c
c

19.
20.
21.
22.
23.
24.
25.
26.
27.

c
b
b
d
c
c
a
b
c

46.
47.
48.
49.
50.
51.
52.
53.
54.

a
b
c
a
c
b
b
d
d

Answer 3
37.
38.
39.
40.
41.
42.
43.
44.
45.

c
a
d
b
c
d
c
b
c
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28.
29.
30.
31.
32.
33.
34.
35.
36.

c
b
c
a
a
c
c
d
d

Business Law
standards of competence and care. A question of fact
arises as to whether the duty of reasonable care was
breached when the in-charge accountant failed to
make further investigation after being apprised by a
competent subordinate of exceptions to six percent of
the vouchers payable examined. Moreover, a question
of causation arises; i.e., whether further actions by the
in-charge accountant would have disclosed the fraud.
If both lack of due care and causation are established,
recovery for negligence will be available.

Answer 4

a.

b.

1.

No. An accountant’s working papers belong to
him unless he expressly agrees otherwise with the
client. The question presents no evidence of any
agreement that the working papers were to
belong to anyone other than Smith, Frank, &
Clark. This is the common-law rule which has
been embodied in the statutory law of several
states.

2.

The accountant is an independent contractor.
His product is the report he renders on the
client’s financial statements. The working papers
are his documentation of the work performed in
reaching the opinion expressed in his report. The
rule of law permits the accountant to retain this
evidence of the nature and extent of the services
he performed.
The rule of law also requires the accountant
to keep the information in the working papers
confidential. Hence, ownership by the accoun
tant is coupled with his assumption of responsi
bility for confidentiality.

1.

Probably yes; possibly no. Whether Lake must
testify turns on whether the case will be
governed by the common-law rule (the majority
rule) or statutory rule. The common-law rule
provides that communications between accoun
tants and clients are not privileged and the
accountant must testify when such testimony is
required by legal process. In contrast, statutes in
several states stipulate that confidential commu
nications between the accountant and his client
are privileged. Where it exists, the privilege can
only be waived by the client because it exists for
his benefit.
The accountant’s ownership of working
papers is not a valid basis for refusing to testify.

2.

c.

d.

No. The facts indicate that the accountants were
engaged to perform an ordinary examination; special
and greater responsibilities are assumed only through
express provisions in the contract of engagement. In
an ordinary examination, the accountant does not
insure or guarantee clients against losses through defal
cations. In such an examination, responsibility for
failure to discover an irregularity results only when
the examination has been performed with a lack of
reasonable care and the irregularity would have been
discovered had the examination been performed with
reasonable professional skill and care. As the accoun
tants in the question “performed their audit in a care
ful and competent manner, following generally
accepted auditing standards and using appropriate
auditing procedures and tests,” they have violated no
duty and can be charged with no liability.

Answer 5
a.

1

. The procedures required for Arista to protect its
rights on the check are presentment and notice
of dishonor. Protest is not required because the
check was not drawn on a foreign bank or pay
able outside the United States.
Presentment was accomplished by the
prompt deposit and processing of the check by
Arista and the banks. Notice of dishonor must be
made by Arista to Seymore, Morgan, and
Johnston. Accommodation indorsers are treated
the same as any other indorser and must be given
notice of dishonor to hold them liable.
Notice of dishonor may be given orally, but
a written notice is the better practice. This may
be accomplished by a simple statement that after
valid and timely presentment, the check was dis
honored by the drawer.

2.

Arista has the following rights against the various
parties to the check.
Seymore Enterprises. Assuming proper notice of
dishonor, Seymore bears the ultimate liability on
the check. However, since Seymore is in financial
difficulty, collection is, at best, questionable.
The drawee bank. Arista has no rights against the
drawee bank. A drawee bank has no liability to

Yes. All actions to change the common-law rule
have been by statute. No federal statutes have
modified the application of the common-law
rule; hence, no right of privileged communica
tion is available to Lake in the federal courts.

The accounting firm, Spark, Watts, and Wilcox, is
potentially liable to its client because of the possible
negligence of its agent, the in-charge accountant on
the audit, in carrying out duties that were within the
scope of his employment. Should there be a finding of
negligence, liability would be limited to those losses
that would have been avoided had reasonable care
been exercised.
There being no evidence of the assumption of a
greater responsibility, the in-charge accountant’s con
duct is governed by the usual standard; i.e., that the
accountant perform his duties with the profession’s
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instrument does not contain the important phrase,
“pay to the order of or bearer.” Without this phrase,
all real and personal defenses are valid against Brace.

the party presenting a check for payment, in
cluding a holder in due course. In this case
where sufficient funds were not available to
pay the check, the bank properly dishonored it.
Even if there were sufficient funds available to
pay the check, the bank would have liability
only to its depositor, Seymore, for wrongful
dishonor.
Charles Morgan and Frank Johnson. Both
men are, in effect, sureties, having guaranteed
the performance or debt of Seymore. Assuming a
proper notice of dishonor, either or both must
pay the amount due on the check.
b.

c.

d.

Answer 6

Fox Burglar Alarm has no rights against its own bank
or against the check-cashing agencies. The company
does have full rights against Goodson for his fraud
ulent acts, even though the possibility of recovery is
remote.
Such parties as the bank and the check-cashing
agencies are protected where an indorsement is made
in the name of a payee where an agent or employee
(Goodson) of the maker (Fox) has supplied the maker
with the name of the payee intending that the payee
have no interest in the instrument. The principle
followed is that the loss should fall upon the employer
as a risk of his business enterprise rather than upon
the subsequent holder or drawee. The reasons are that
the employer is normally in a better position to
prevent such forgeries by reasonable care in the selec
tion or supervision of his employees, or if not, the
employer is at least in a better position to cover the
loss by fidelity insurance and the cost of such in
surance is properly an expense of the employer’s
business rather than the business of the holder or
drawee.
Fubor. Forgery of the maker’s signature is a real
defense which protects the maker against all parties
including holders in due course. Hence, even though
Winston may qualify as a holder in due course, it can
not collect from Fubor Corporation.
Claude. Claude, the forger, is liable because of his
forgery. However, recovery would normally be un
obtainable.
Oldfield. Despite Oldfield’s “without recourse” in
dorsement, he warranted to his transferee (any person
who takes the instrument in good faith and for consid
eration) that all signatures are genuine. Since Fubor’s
signature was forged, Winston may recover against
Oldfield.

a.

Mars has no right against Colossal for the quality of
the goods because of the bold disclaimer in the con
tract, i.e., that Mars accepted the “computers with all
faults.” However, Mars may have a right against
Colossal on the warranty of title and warranty against
patent or other trade infringements implicit in any
transaction between merchants. In spite of the general
disclaimer, Colossal warranted that it had good title
and that the transfer was proper. It also warranted
against title impairment resulting from patent and
other trade infringements. These warranties may be
excluded only by specific wording including knowl
edge by the customer that the seller is not represent
ing that he has title or by agreement, that title may be
impaired by patent or other trade infringements.

b.

Yes. The existence of the contract is not in question;
hence, Menlow had alternative courses of action upon
the breach thereof as long as it exercised reasonable
commercial judgment for the purpose of avoiding loss
and of effective realization. The available alternatives
follow:
1. Complete the manufacture of the shoes and
wholly identify them to the contract.
2. Cease manufacture and sell the shoes for scrap or
salvage value.
3. Proceed in any other reasonable manner.
Having elected to complete the manufacture of
the shoes, presuming the exercise of reasonable
commercial judgment, Menlow is entitled to recover
the contract price less the price at which the shoes
were sold.

c.

Under Article 6 (Bulk Transfers) of the Uniform
Commercial Code, bulk purchases of assets require
that notice be given to known creditors of a bulk
seller by the buyer of the assets. Since this require
ment was not met, Casper takes the goods subject to
the claims of Marvel’s creditors.

Answer 7
a.

Brace has no rights against Forgel. The only assertion
Brace might have made (given the proper circum
stances) would have been that Forgel’s defense of
fraud in the inducement is only a personal defense not
valid against a holder in due course of a negotiable
instrument. However, this assertion is not available
here because the instrument is nonnegotiable; i.e., the
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1.

Dacy is a surety and must answer for the debt of
Watkins. The surety undertaking was in writing
and signed by Dacy’s president, thereby fulfilling
the requirement of the Statute of Frauds. Thus,
Dacy must make good the debt of Watkins. How
ever, to the extent that Dacy pays any monies to
Bowdin on the surety undertaking, Dacy will
have a right of recovery against Watkins under
the concept of reimbursement.

Business Law

2.

b.

c.

d.

that it is willing to be adjudged a bankrupt; such
an admission by Vizar is highly improbable. The
fifth act involves a concealment or removal of
assets to the detriment of creditors, which is not
evident in the facts presented. The sixth act,
making a general assignment of assets for the
benefit of creditors, if done equitably for all
qualified creditors, would probably preclude a
bankruptcy action by the creditors.
Another significant objection to using the
bankruptcy alternative is that bankruptcy is a
costly and time-consuming procedure for all
parties. In circumstances such as those described
in the question, instituting bankruptcy proceed
ings should be considered as a last resort.

When the surety undertaking was initiated, Dacy
became contingently liable for any debts arising
within the terms of the suretyship. Any financial
reports issued by Dacy during the period of the
suretyship should disclose the existence and
amount of the contingent liability. Upon
Watkins’ default, Dacy has a direct liability
which must be reported. The possibility of
reporting an offsetting receivable from Watkins
depends on Watkins’ ability to pay. Because the
probability of recovery from Watkins appears
small, this instance would necessitate a
recognition of the loss in Dacy’s financial
statements.

Abaco can proceed successfully against Slade Gideon
to collect the debt. Slade Gideon created a direct obli
gation to Abaco (a third-party beneficiary contract)
by his statement, “Ship the goods my son needs, and I
will pay for them.” The Statute of Frauds is not at
issue because the debt is for less than $500. Were the
Statute of Frauds at issue, it would have been satisfied
by the shipment of the merchandise by Abaco and its
receipt by Albert’s Boutique.
1.

The suggested changes represent material alter
ations of the original construction contract. If
the client agrees to the proposed changes, it faces
the loss of the surety company’s protection.
Material alteration of the contract affords the
surety a defense against recovery on its under
taking.

2.

The client should either obtain a consent to the
changes from the surety company in writing or
reject the proposed changes.

1.

To proceed successfully against Vizar in bank
ruptcy by Superior and the other creditors, they
must establish that Vizar has committed an act
of bankruptcy. This may be difficult to do.
Three of the six possible acts of bankruptcy
would require that Vizar be insolvent, which it is
not. A fourth act would require Vizar to admit
in writing that it is unable to pay its debts and

2.
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There are several alternatives available to the
creditors in lieu of a bankruptcy proceeding.
Some are arranged by mutual agreement between
the debtor and the creditors; others are available
by statute. The alternatives follow:
A composition agreement. Each creditor scales
down his claim so that bankruptcy is avoided
and all creditors are treated equally.
A creditor’s committee. The operation of the
business and financial affairs of the debtor are
placed by the debtor under the control of a com
mittee of creditors.
A receivership. A court appoints a party to
assume control of the debtor’s assets and the
operation of its business.
An assignment for the benefit o f creditors. A
transfer, usually pursuant to state statute, of a
debtor’s assets to a trustee or assignee for the
benefit of the creditors. The assets are normally
liquidated and the proceeds divided among the
participating creditors.
It appears that the most viable approach for
the creditors to take is to work out an agreement
between Vizar and the creditors to have a credi
tor’s committee take control of the business. The
chief problem seems to be the lack of sound
management. If a creditor’s committee can pro
vide this management, the debtor and the credi
tors will benefit.

ACCOUNTING THEORY
(T heory of Accounts)
November 9, 1973; 1:30 to 5:00 P.M.

Answer 1
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
c
c
a
d
b
a
c
c
d

Answer 2
11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

b
a
d
a
a
d
b
c
a
d
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d
b
b
a
b
c
d
d
a
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

c
d
b
b
a
d
c
a
a
d

Accounting Theory

cash and the usual types of accounts and notes receiv
able and accounts and notes payable. Examples of
nonmonetary items include most inventories, plant
and equipment, and liabilities for advances received on
sales contracts.
The classification of some items may depend on
the purpose for which the company holds them. For
example, bonds held for the fixed principal and
interest are monetary; bonds held for price specula
tion are nonmonetary.

Answer 3
a.

In general, conventional financial statements reflect
transactions in terms of the number of dollars origi
nally involved in those transactions. If prices did not
change (i.e., if the dollar were a stable unit of
measure), such statements would automatically reflect
all transactions in terms of dollars of equal purchasing
power. Prices, however, do change, and the effects of
the changes are not isolated in conventional state
ments.
Barden has operated through a period of sub
stantial price changes. Its conventional statements,
therefore, simply present combinations of numbers of
dollars of varying purchasing power. Such combina
tions are meaningless if an investor wishes to evaluate
the performance of Barden’s management over a long
period of time or to compare Barden to other
companies (which present other meaningless combina
tions). After restatement for general price-level
changes, Barden’s statements will reflect its trans
actions in terms of a single unit of measure — the
general purchasing power of the dollar at a specified
date.

b.

Financial statements restated for general price-level
changes are based on conventional statements. The
historical amounts are restated in terms of the general
purchasing power of the dollar at the date of the latest
balance sheet presented, as measured by an index
based on the price changes of a broad group of goods
and services. (Such an index for the United States is
the Gross National Product Implicit Price Deflator.)
Such statements indicate a company’s gain or loss of
general purchasing power (general price-level gain or
loss). Since the prices of specific items do not neces
sarily change at the same rate as the general price
level, such statements do not purport to show the
current values of balance-sheet items or the prices at
which transactions would take place currently.
Current-value statements purport to show the
current values of individual balance-sheet items and
the effects of changes in such values on the results of
operations. Many different means of determining
current values have been proposed, including replace
ment costs, resale price, appraisal value, and use of
specific (rather than general) price indices. It is some
times proposed that the portion of the change in value
relating to inflation or deflation (change in the general
price level) be shown separately from the remaining
portion of the change.

c.

Monetary assets and liabilities are those for which the
amounts in terms of numbers of dollars are fixed (by
contract or otherwise) regardless of general price-level
changes. Other assets and liabilities are classified as
nonmonetary. Examples of monetary items include
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d.

To prepare the proposed supplementary statements,
Barden should:
1. Classify assets and liabilities (at both December
31, 1971, and December 31, 1972) as monetary
or nonmonetary.
2. Analyze the nonmonetary balance-sheet items to
determine the time of origin. It is acceptable to
treat items acquired before 1945 as if acquired in
1945.
3. Analyze all 1972 income-statement items and
other 1972 items (including dividends) affecting
retained earnings to determine the time of origin.
4. Restate the items analyzed in steps 2 and 3
above in terms of December 31, 1972, general
purchasing power. This is accomplished by multi
plying each historical amount by a “conversion
factor” (the ratio of the current index number to
the index number at time of origin).
5. Restate the monetary items in the December 31,
1971, balance sheet in terms of December 31,
1972, general purchasing power. Again, conver
sion factors are used.
6. Apply the “cost or market” rule to the restated
amounts of those items to which it applies in the
conventional financial statements.
7. Compute the 1972 general price-level gain or
loss. This can be accomplished by:
(a) Analyzing the 1972 changes in net mone
tary items.
(b) Restating the changes in terms of December
31, 1972, general purchasing power (most
or all of these restated amounts being avail
able from previous computations) to deter
mine what the amount of December 31,
1972, net monetary items would have been
had there been no general price-level gain or
loss.
(c) Comparing the amount determined in step
(b) above to the actual net monetary items
at December 31, 1972, the difference being
the general price-level gain or loss.

e.

Since monetary assets and liabilities are automatically
stated in terms of current general purchasing power,
they appear at the same amounts in both conventional
statements and statements restated for general price-
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level changes. Nonmonetary assets and liabilities will
usually appear at differing amounts in the two types
of statements, as will items appearing on the state
ment of income and retained earnings. The restated
statement of income will include an item not appear
ing on the conventional statement —the general pricelevel gain or loss for the year.
f.

In presenting comparative supplementary statements
at the end of 1973, Barden will have to restate ( “roll
forward”) the 1972 supplementary statements in
terms of December 31, 1973, general purchasing
power. If this restatement is not made, the supple
mentary statements will not be presented in com
parable terms (units of general purchasing power at a
given date).

b.

3.

Accounting for the penalty as a capitalizable
item to be amortized over future periods is
justified if the penalty is viewed as a payment
made to benefit future periods. If the penalty is
not paid, Bland will not be allowed to operate in
future periods; thus, the penalty is similar to a
license to do business. Since the amortized
expense will recur from period to period, it
should be included in income before extra
ordinary items. Amortization should be com
puted in a rational and systematic manner; under
current practice, forty years is the maximum
time over which an intangible asset may be
amortized.

1.

Mr. Pearce’s observation that costs associated
with pollution caused by Davis are entirely
unrecorded may apply to the Davis accounts, but
is not necessarily correct. To the extent that
costs of other business enterprises are increased
as a result of the pollution, costs are recorded,
though not by the polluter. Costs are recorded to
the extent that governmental agencies and non
profit organizations operate programs to reverse
the effects of pollution; Elmo itself may record
costs indirectly in the form of taxes and volun
tary contributions, though such indirect costs
may not be in proportion to Elmo’s “contribu
tion” to damage caused by pollution. To the
extent that pollution causes increases in Elmo’s
other costs (e.g., higher wages to induce workers
to incur health hazards), costs are recorded.

2.

Mr. Pearce has proposed that the cost to be
recorded each period is the cost of preventing
pollution. Since the pollution is not being
prevented, the depreciation on the control equip
ment may bear no relationship to the real social
costs; hence, it would be more logical to use
either the cost of potential penalties assessed by
governmental agencies, or the cost of reversing
the damaging effects of pollution. Examples of
items to be included are the cost of cleaning up
the countryside, the cost of reversing any water
pollution damage, and the cost associated with
lung disease suffered by the workers. Deter
mining the amount of any of these component
costs would be difficult.
If it were possible to estimate the liability
for pollution costs, it would be understated
unless a provision was made for the pollution
costs of prior years. To be consistent with Mr.
Pearce’s basic premise that a recurring cost was
being omitted from Elmo’s income statement,
the charge for the prior periods’ costs should be
treated as a prior period adjustment (error cor
rection).

Answer 4
a.

1.

Accounting for the penalty as a charge to the
current period is justified if the penalty is con
sidered the result of an unusual event (the assess
ment) occurring within the period. The penalty
is an extraordinary item rather than a part of
income before extraordinary items, since it is
material and of a nonrecurring nature. In
stallation of the air pollution control equipment
should prevent the assessment of further
penalties. This is probably the most preferable
treatment of the three under consideration.

2.

Accounting for the penalty as a correction of
prior periods is justified if the penalty is con
sidered a result of the business activities of prior
periods, rather than a result of an event of the
current period. The penalty is assessed to correct
damage which occurred as a result of production
of prior periods and thus represents a cost of
production which was omitted from the re
ported results of those prior periods. Further
justification is provided by the fact that deter
mination of the amount of the penalty was
presumably made by someone other than
management (the Pollution Control Agency)
and could not be reasonably estimated before
determination.
A prior period adjustment should be re
ported as an adjustment of the current year’s
beginning balance of retained earnings, as pre
viously reported. If statements of prior periods
are presented, they should be restated to include
in income before extraordinary items the portion
of the penalty allocable to each period, with
appropriate adjustments to other items affected,
such as retained earnings, liabilities, and earnings
per share.
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3.

reduction of prior service cost (past service cost
in this instance as the plan has not been
amended) in a manner that reduces the annual
amount equivalent to interest on, or the annual
amount of amortization of, such prior service
cost, and does not reduce the period of amor
tization.
An actuarial gain or loss arising from a
single occurrence not directly related to the
operation of a pension plan and not in the
ordinary course of the employer’s business
should be recognized immediately as an adjust
ment of the gain or loss from the unusual occur
rence. Therefore, the gain from the plant closing
should be excluded from the determination of
pension cost.
The actuary’s report does not indicate that
any consideration was given to the unrealized
appreciation in the value of the fund assets. Such
unrealized appreciation or depreciation should
be recognized in the determination of the pro
vision for pension cost on a rational and
systematic basis that avoids giving undue weight
to short-term market fluctuations. Such recogni
tion should be given either in the actuarial
assumptions or in the same manner as other
kinds of ordinary actuarial gains and losses.

The merit of Mr. Pearce’s suggestion depends on
the view taken of the cost-reporting entity. The
conventional view of the enterprise is that of an
entity responsible only to its owners, with the
maximization of earnings available to the owners
by any legal means as its legitimate goal. Some
accountants are now suggesting this should be
expanded to an entity responsible to many
(possibly overlapping) groups, including owners,
creditors, management, employees, customers,
taxing authorities, regulatory agencies, and the
general public. The closer one’s view is to the
latter position, the more logical it is to include
some estimate of pollution costs.
Even if one believes that the enterprise
should be responsible only to the owners, there
may be merit in Mr. Pearce’s suggestion. Tradi
tionally, each enterprise has recorded only those
costs which the enterprise itself would eventually
be called upon to pay. As many enterprises have
grown, the general view of the enterprise has
shifted toward the entity being responsible to a
broader range of groups. If this trend continues,
each enterprise may be expected to pay for the
correction of such undesirable results of opera
tions as pollution. Unless the costs and the re
lated liability are recorded as the damage occurs,
the results of operations, owners’ equity, and
liabilities will be misstated. Thus the owners of
the business will be misled as to the financial
condition of their enterprise.

2.

Answer 5
a.

1.

The actuary’s report discloses that the total of
net actuarial gains for the year was recognized
currently by reducing normal cost. Accepted
accounting practice provides that actuarial gains
and losses be given effect in the provision for
pension cost in a consistent manner that reflects
its long-range nature.
Those actuarial gains and losses listed by
the actuary, except the one resulting from the
plant closing, arise from the ordinary operation
of the pension plan and the employer’s business.
Rather than being recognized in the year of
occurrence, they should be spread over the
current year and future years or recognized on
the basis of an average. The spreading or averag
ing should be accomplished by separate adjust
ments of the normal cost resulting from the
routine application of the method. A reasonable
period for spreading of the separate adjustment
is from 10 to 20 years. Alternatively, an effect
sim ilar to spreading or averaging may be
obtained by applying net actuarial gains as a
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The annual provision for pension cost should be
based on an accounting method that uses an
acceptable actuarial cost method and results in a
provision between certain minimum and maxi
mum limitations. The method should be applied
consistently from year to year.
The entry-age-normal method is an accept
able actuarial cost method. The pension cost
computed under this method (after correction of
the errors in computing actuarial gains) should,
therefore, be compared to the limitations.
The minimum limitation is the total of (1)
normal costs, (2) an amount equivalent to
interest on unfunded past service cost, and (3)
under certain conditions, a provision for vested
benefits.
The maximum limitation is the total of (1)
normal costs, (2) ten percent of past service cost
(until fully amortized), (3) ten percent of the
amounts of any increases or decreases in prior
service costs arising on amendments of the plan
(until fully amortized), and (4) interest equiva
lents on the difference between provisions and
amounts funded.
Some of the items entering into the
computation of the limitations may, of course,
be zero. For instance, the pension plan under
discussion has never been amended nor has there
been vesting of benefits.
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b.

The note to the financial statements should include at
least the following information:
The company has a pension plan covering
all of its employees. The total pension expense
for the year was $29,015, which includes amor
tization of past service cost over fifteen years.
The company’s policy is to fund past service cost
over ten years plus an amount equal to current
normal cost net of actuarial gains and losses.
There were no vested benefits as of June 30,
1973.

facilities which would otherwise have been idle.
Allocation of fixed plant overhead to the machine can
be justified on the grounds that otherwise the cost of
the machine will be understated and the current
period’s loss from idle capacity will be overstated;
insofar as capacity was used to make the machine,
there was no idleness. Capitalization of no fixed plant
overhead can be justified on the grounds that other
wise current operating results will be distorted
through the exclusion of costs which would have been
incurred in any case; in effect, income is being im
properly increased as a result of asset acquisition.
b.

1.

Steady demand for the new blenders suggests use
of the straight-line method or the units-ofproduction method, either of which will allocate
cost evenly over the life of the machine. Decreas
ing demand indicates use of an accelerated
method (declining-balance or sum-of-the-years’
digits) or the units-of-production method in
order to allocate more of the cost to the earlier
years of the machine’s life. Increasing demand
indicates the use of the units-of-production
method to charge more of the cost to the later
years of the machine’s life; an increasing-charge
method (annuity or sinking-fund) could be
employed, though these methods are seldom
used except by utilities.

2.

In determining the depreciation method to be
used for Norvell’s machine, the objective should
be to allocate the cost of the machine over its
useful life in a systematic and rational manner,
so that costs will be matched with the benefits
expected to be obtained. In addition to demand,
consideration should be given to the items dis
cussed below, their interrelationships, the rela
tive importance of each, and the degree of cer
tainty with which each can be predicted.
The expected pattern of costs of repairs
and maintenance should be considered. Costs
which vary with use of the machine suggest the
use of the units-of-production method. Costs
which are expected to be equal from period to
period suggest the use of the straight-line
method. If costs are expected to increase with
the age of the machine, an accelerated method
may be considered reasonable because it will
tend to equalize total expenses from period to
period.
The operating efficiency of the machine
may change with its age. A decrease in operating
efficiency may cause increases in such costs as
labor and power; if so, an accelerated method
is indicated. If operating efficiency is not ex
pected to decline, the straight-line method is
indicated.

Answer 6
a.

Certain problems in determing the cost to be assigned
to the machine are the same regardless of the level of
Norvell’s activity in relation to plant capacity. Since
the machine is self-constructed, cost cannot be deter
mined simply by reference to an arm’s-length trans
action with an outsider. Rather, it must be determined
by combining several costs assignable to the machine
—direct materials, direct labor, and some portion of
factory overhead, the last being the most difficult to
determine. Total costs assigned should not include
costs of gross inefficiencies, which should be expensed
when they are incurred.
Determination of the amount of overhead to be
assigned to construction must be made with regard to
the effect that the assignment has on the results of
Norvell’s regular operations, which results are related
to the level of activity. The minimum amount of over
head to be capitalized, regardless of the level of
activity, is the amount of incremental overhead
incurred because of construction; otherwise, results of
regular operations will be unfavorably misstated
through inclusion of costs unrelated to those opera
tions. Whether a portion of general plant overhead
should also be capitalized is subject to debate, as
discussed below.
If the plant is operating at capacity, it is logical
to allocate overhead to construction on the same basis
used to allocate it to normal operations. Use of a
portion of the plant’s capacity caused a curtailment in
the production of appliances. Overhead which would
have been assigned to the foregone production should
be assigned to the substitute activity (machine con
struction); otherwise, the results of normal operations
will be unfavorably distorted. If capacity in this case
represents some activity level less than total possible
production, no curtailment of production may be
necessary. Incremental costs would then be an appro
priate valuation basis for the self-constructed machine.
If the plant is operating below capacity, con
struction of the machine has caused no curtailment in
the production of appliances; rather, it has put to use
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Another consideration is the expiration of
the physical life of the machine. If the machine
wears out in relation to the passage of time, the
straight-line method is indicated. Within this
maximum life if the usage per period varies, the
units-of-production method may be appropriate.
The machine may become obsolete because
of technological innovation; it may someday be
more efficient to replace the machine even
though it is far from worn out. If the probability
is high that such obsolescence will occur in the
near future, the shortened economic life should
be recognized. Within this shortened life, the
depreciation method used would be determined
by evaluating such considerations as the antici
pated periodic usage.
An example of the interrelationship of the
items discussed above is the effect of Norvell’s
repairs and maintenance policy on operating
efficiency and physical life of the machine. For
instance, if only minimal repairs and mainten
ance are undertaken, efficiency may decrease
rapidly and life may be short.
It is possible that different considerations
may indicate different depreciation methods for
Norvell’s machine. If so, a choice must be made
based on the relative importance of the consider
ations. For instance, physical life (straight-line
method or units-of-production method) may be
less important than the strong chance of techno
logical obsolescence which would result in a
shorter economic life.

increased, one must know whether the new assets are
immediately productive or need further development.
A reduction in owners’ equity at this point would
cause much concern for the creditors of this client.
The decrease in the ratio of sales to owners’
equity is in itself an unfavorable indicator because the
most likely reason is a sales decline. However, this
decline, which is more relevant to going-concern pro
spects than to solvency, is largely offset by the fact
that net income has significantly increased.
The increase in net income is a favorable in
dicator for both solvency and going-concern prospects
although much depends on the quality of receivables
generated from sales and how quickly they can be
converted into cash. A significant factor here may be
that despite a decline in sales the client’s management
has been able to reduce costs to produce this increase.
Indirectly, the improved income picture may have a
favorable impact on solvency and going-concern po
tential by enabling the client to borrow currently to
meet cash requirements.
The 30% increase in earings per common share,
which is identical to the percentage increase in net
income, is an indication that there has probably been
no change in the number of shares of common stock
outstanding. This in turn indicates that financing was
not obtained through the the issuance of common
stock. It is not possible to reach conclusions about
solvency and going-concern prospects without addi
tional information about the nature and extent of
financing.
The percentage increases in book values per
common share demonstrate nothing so far as solvency
and going-concern potential are concerned. It is prob
able that the smaller percentage increase in the current
year only reflects the larger base value created in the
preceding year. It is not possible to tell from these
figures what the dividend policy of the client is or
whether there is an increase in net assets which is
capable of generating future earnings, thus making it
possible to raise capital for current needs by the issue
of additional common stock.
The collective implications of these data alone
are that the client entity is about as solvent and as
viable as a going concern at the end of the current
year as it was at the beginning although there may be
a need for short-term operating cash.

Answer 7
a.

The current-ratio increase is a favorable indication as
to solvency, but alone tells little about the goingconcern prospects of the client. From this ratio
change alone, it is impossible to know the amount and
direction of the changes in individual accounts, total
current assets, and total current liabilities. Also un
known are the reasons for the changes.
The quick-ratio decline is an unfavorable indica
tion as to solvency, especially when the current-ratio
increase is also considered. This decline is also unfa
vorable to the going-concern prospects of the client
because it reflects a declining cash position and raises
questions as to reasons for the increases in other
current assets, such as inventories.
The increase in the ratio of property, plant, and
equipment to owners’ equity cannot alone tell any
thing about either solvency or going-concern pro
spects. There is no way to know the amount and
direction of the changes in the two items. If assets

b.

The creditors will probably ask for the information
listed below to overcome the limitations inherent in
the ratios discussed in part a. and to obtain more
evidence to support the conclusions drawn from them.
1.
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Additional ratios and other comparative data
may be requested. They are likely to include
such items as the following:
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(a)

Changes in current assets other than quick
assets.
(b) Receivables turnover, inventory turnover,
and the number of days it takes to com
plete the cycle from cash to inventories to
receivables to cash.
(c) Liabilities to owners’ equity.
2.

3.

c.

The creditors will probably want explanations
for the changes in ratios during the current year.
The client should be prepared to respond to
questions about the age and collectibility of the
receivables, the condition and salability of the
inventories, the cause of the quick-asset position
in the current year, the nature of increases in
property, plant, and equipment and their poten
tial for providing greater sales or cost reductions
in the future, the presence of long-term debt and
the dates when it must be repaid, and the
manner of controlling costs so that a larger net
income was shown in the current year. (The
comparative financial statements themselves will
answer many of these questions and will provide
insight into the client’s capability of meeting cur
rent obligations as well as continuing profitable
operations.) The client may also be expected to
provide information about future plans and
projections.
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The creditors may also ask for ratios and re
lated information for several recent years.
These data may demonstrate trends and can be
compared to data for other companies and for
the industry.

Although a quick evaluation of a reporting entity can
be made using only a few ratios and comparing these
with past ratios and industry statistics, the creditors
should realize the limitations of such analysis even
from the best prepared statements carrying a CPA’s
unqualified opinion.
A limitation on comparisons with industry
statistics or other companies within the industry exists
because material differences can be created through
the use of alternative (but acceptable) accounting
methods. Further, when evaluating changes in ratios
or percentages, the evaluation should be directed to
the nature of the item being evaluated because very
small differences in ratios or percentages can represent
significant changes in dollar amounts or trends.
The creditors should evaluate conclusions drawn
from ratio analysis in the light of the current status of,
and expected changes in, such things as general eco
nomic conditions, the client’s competitive position,
the public’s demand (for the product itself, increased
quality of the product, control of noise and pollution,
etc.), and the client’s specific plans.
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5th Ed. (1971), pp. 885-886, 895-897, 907-909, 915.
Frascona, C.P.A. Law Review, 3rd Ed. (1966), pp. 755,
774, 778-779, 783-784, 788-792.
Lusk, et al., Business Law, Principles and Cases, 2nd UCC
Ed. (1970), pp. 433, 445, 454, 464-465, 467, 476-477.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 526527, 531, 545-546, 552-553, 556-558, 565-567.

Question 4
Anderson and Kumpf, Business Law Principles and Cases,
5th Ed. (1971), pp. 597-599, 619-620, 660-662, 679680, 683-684.
Bandy, et al., Business Law: Text and Cases, 2nd Ed.
(1968), pp. 489-490, 502-503, 518, 531, 557-560.
Lusk, et al., Business Law, Principles and Cases, 2nd UCC
Ed. (1970), pp. 895-896, 901-903, 918-921.
Smith and Roberson, Business Law, 2nd UCC Ed. (1966),
pp. 618-619, 645-647, 662-663.
Uniform Commercial Code, Sections 3-302, 3-305, 3-401,
3-403, 3-404, 3-417, 3-419.

Question 7
Anderson and Kumpf, Business Law, Comp. Vol., 8th Ed.
(1968), pp. 406, 409.
Frascona, C.P.A. Law Review, 3rd Ed. (1966), pp. 293,
296-297, 299-302.
Lusk, et al., Business Law, Principles and Cases, 2nd UCC
Ed. (1970), pp. 128, 186, 259-260.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 5051, 131-132.

Question 8
Holmes, Basic Auditing Principles, 3rd Ed. (1966), pp.
354-358.
Levy, Accountants’ Legal Responsibility (1954), pp. 9-44.
Meigs and Larsen, Principles of Auditing, 4th Ed. (1969),
pp. 53-56.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 31-35.

Question 5
Anderson and Kumpf, Business Law, Comp. Vol., 8th Ed.
(1968), pp. 113-117, 140-141, 148-150.
Frascona, C.P.A. Law Review, 3rd Ed. (1966), pp. 50-55,
99, 100, 128-129.

Accounting Theory
Question 1

Question 3

AICPA, Accounting Principles Board Opinion No. 9,
“Reporting the Results of Operations” (1966).
AICPA, Accounting Principles Board Opinion No. 16,
“Business Combinations” (1970).
AICPA, Accounting Principles Board Opinion No. 17,
“Intangible Assets” (1970).
AICPA, Accounting Research Bulletins Nos. 43 and 51,
APB Accounting Principles, Vol. 2.
Hendriksen, Accounting Theory, Revised Ed. (1970).
Horngren, Cost Accounting: A Managerial Emphasis, 2nd
Ed. (1967).
Meigs, Johnson, Keller and Mosich, Intermediate Account
ing, 2nd Ed. (1968).

AICPA, Accounting Principles Board Opinion No. 10,
“Omnibus Opinion— 1966” (1966).
Gordon and Shillinglaw, Accounting: A Management Ap
proach, 4th Ed. (1969), pp. 86-92, 102-103, 120-133.
Hendriksen, Accounting Theory, Revised Ed. (1970), pp.
159-190.
Meigs, Johnson, Keller and Mosich, Intermediate Account
ing, 2nd Ed. (1968), pp. 29-40, 75-78.
Salmonson, Basic Financial Accounting Theory (1969),
pp. 97-119.

Question 4
AICPA, Accounting Terminology Bulletin No. 1, “Re
view and Resume,” APB Accounting Principles, Vol. 2,
pp. 9501-9517.
Davidson, Handbook of Modern Accounting (1970), pp.
18.8-18.25.
Hendriksen, Accounting Theory, Revised Ed. (1970),
pp. 384-419.
Meigs, Johnson, Keller and Mosich, Intermediate Account
ing, 2nd Ed. (1968), pp. 376-393.

Question 2
Bierman, Bonini and Hausman, Quantitative Analysis for
Business Decisions, 3rd Ed. (1969).
Corcoran, Mathematical Applications in Accounting
(1968).
Dopuch and Birnberg, Cost Accounting: Accounting
Data for Management Decisions (1969).
Horngren, Cost Accounting: A Managerial Emphasis, 2nd
Ed. (1967).
Miller and Starr, Executive Decisions and Operations
Research, 2nd Ed. (1969).

Question 5
AAA, 1964 Concepts and Standards Research Study Com
mittee— the Business Entity Concept, “The Entity Con
cept,” The Accounting Review (April 1965).
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AICPA, Accounting Principles Board Opinion No. 18,
“The Equity Method of Accounting for Investments in
Common Stock” (1971).
Hendriksen, Accounting Theory, Revised Ed. (1970), pp.
99-101.
Kohler, A Dictionary for Accountants, 4th Ed. (1970),
pp. 13-14, 91, 102-105, 169, 174.
Linowes, “Socio-Economic Accounting,” The Journal of
Accountancy (November 1968).
Meigs, Johnson and Keller, Advanced Accounting (1966),
pp. 200-205, 241-245.
Mobley, “The Challenges of Socio-Economic Account
ing,” The Accounting Review (October 1970).
Welsch, Zlatkovich and White, Intermediate Accounting,
3rd Ed. (1972), pp. 6-8.

AICPA, Accounting Principles Board Opinion No. 15,
“Earnings per Share” (1969).
Hendriksen, Accounting Theory, Revised Ed. (1970), pp.
529-536.
Meigs, Johnson, Keller and Mosich, Intermediate Account
ing, 2nd Ed. (1968), pp. 503-510.
Wixon, Kell and Bedford, Accountants’ Handbook, 5th
Ed. (1970), pp. 8.33-8.37.

Question 7
AICPA, Accounting Principles Board Opinion No. 20,
“Accounting Changes” (1971).
Hendriksen, Accounting Theory, Revised Ed. (1970), pp.
92-121.
Meigs, Johnson, Keller and Mosich, Intermediate Account
ing, 2nd Ed. (1968), pp. 70-73, 714-728.
Salmonson, Basic Financial Accounting Theory (1969),
pp. 123-148.

Question 6
AICPA, APB Accounting Principles, Vol. 2, “Compensa
tion Involved in Stock Option and Stock Purchase
Plans,” pp. 6053-6056.
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Accounting Practice — Part I
Question 1

Question 4

A Standard Tax Service, the Internal Revenue Code, and Tax
Regulations.

Dickey, Accountants’ Cost Handbook, 2nd Ed. (1960), pp.
13.1-13.37.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd Ed.
(1972), pp. 569-581.

Question 2
AICPA, Accounting Principles Board Opinion No. 16, “Busi
ness Combinations” (1970).
AICPA, Accounting Principles Board Opinion No. 18, “The
Equity Method of Accounting for Investments in Common
Stock” (1971).
AICPA, Accounting Research Bulletin No. 51, “Consolidated
Financial Statements,” APB Accounting Principles, Vol. 2,
pp. 6091-6096.
Pacter, “Applying APB Opinion No. 18— Equity Method,”
The Journal of Accountancy (September 1971).
Griffin, Williams, and Larson, Advanced Accounting, Revised
Ed. (1971), pp. 271-295, 390-403, 460-479.
Simons and Karrenbrock, Advanced Accounting, Comp. Vol.,
4th Ed. (1968), pp. 347-365, 415-423, 453-460.

Matz and Curry, Cost Accounting, 4th Ed. (1967), pp. 696713.
Shillinglaw, Cost Accounting: Analysis and Control, 3rd Ed.
(1972), pp. 233-246.

Question 5
Griffin, Williams, and Larson, Advanced Accounting, Revised
Ed. (1971), pp. 43-54, 73-88.
Meigs, Johnson, and Keller, Advanced Accounting, (1966),
pp. 6-23, 37-56.
Simons and Karrenbrock, Advanced Accounting, Comp. Vol.,
4th Ed. (1968), pp. 6-24, 39-56.

Question 3
AICPA, Accounting Research Bulletin No. 43, Chapter 4,
“Inventory Pricing,” APB Accounting Principles, Vol. 2, pp.
6013-6018.
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968), pp. 249, 282.
Meigs and Larsen, Principles of Auditing, 4th Ed. (1969), pp.
374-377.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 141, 229,
232.

Question 6
AICPA, An Auditor’s Approach to Statistical Sampling, Vol. 2,
“Sampling for Attributes” (1967).
AICPA, An Auditor’s Approach to Statistical Sampling, Vol. 4,
“Discovery Sampling” (1968).
Arkin, Handbook of Sampling for Auditing and Accounting,
(1963).

Accounting Practice— Part II
Question 3

Question 1

A Standard Tax Service, the Internal Revenue Code, and Tax
Regulations.

AICPA, Accounting Principles Board Opinion No. 11, “Ac
counting for Income Taxes” (1967).
AICPA, Accounting Principles Board Opinion No. 15, “Earn
ings per Share” (1969).
AICPA, Ball, “Computing Earnings per Share: Unofficial
Accounting Interpretations of APB Opinion No. 15” (1970).
AICPA, Accounting Research Bulletin No. 45, “Long-term
Construction-type Contracts,” APB Accounting Principles,
Vol. 2, pp. 6071-6073.
AICPA, an AICPA Industry Audit Guide, “Audits of Personal
Financial Statements” (1968).
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. (1972).

Question 4
AICPA, Accounting Principles Board Opinion No. 9, “Report
ing the Results of Operations” (1966).
AICPA, Accounting Principles Board Opinion No. 16, “Busi
ness Combinations” (1970).
AICPA, Statement on Auditing Procedure No. 47, “Subse
quent Events” (1971).
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968), pp. 536-540, 571-575.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. (1972),
pp. 668-670.

Question 5
National Committee on Governmental Accounting, Govern
mental Accounting, Auditing and Financial Reporting
(1968).
Or any standard text in governmental accounting, such as:
Kerrigan, Fund Accounting (1969).
Mikesell and Hay, Governmental Accounting, 4th Ed.
(1969).
Or specific chapters in an advanced accounting text, such
as:
Griffin, Williams, and Larson, Advanced Accounting, Re
vised Ed. (1971).

Question 2
Ferrara, “A Better Perspective on Capital Expenditure De
cisions,” Management Adviser (September-October, 1971).
Horngren, Cost Accounting: A Managerial Emphasis, 3rd Ed.
(1972).
Keller and Ferrara, Management Accounting for Profit Con
trol, 2nd Ed. (1966).
Shillinglaw, Cost Accounting: Analysis and Control, Revised
Ed. (1967).
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Auditing
Question 1

Holmes and Overmyer, Auditing: Principles and Procedures,
7th Ed. (1970), pp. 340-342, 358-361.
Mautz, Fundamentals of Auditing, 2nd Ed. (1964), pp. 185190, 215-216.
Meigs and Larsen, Principles of Auditing, 4th Ed. (1969), pp.
303-304, 314-315, 422-423, 624-626.
Silvoso and Bauer, Auditing, 2nd Ed. (1965), pp. 272-274,
458-471.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 151-154,
300-302, 374-375.

AICPA, “Code of Professional Ethics and Interpretive Opin
ions” (1969).
AICPA, Statement on Auditing Procedure No. 33, “Auditing
Standards and Procedures” (1963).
AICPA, Statement on Auditing Procedure No. 41, “Subsequent
Discovery of Events Existing at the Date of the Auditor’s
Report” (1969).
AICPA, Statement on Auditing Procedure No. 42, “Reporting
When a CPA Is Not Independent” (1970).
AICPA, Statement on Auditing Procedure No. 43, “Confirma
tion of Receivables and Observation of Inventories” (1970).
AICPA, Statement on Auditing Procedure No. 45, “Using the
Work and Reports of Other Auditors” (1971).
AICPA, Statement on Auditing Procedure No. 46, “Piecemeal
Opinions” (1971).
AICPA, Statement on Auditing Procedure No. 47, “Subsequent
Events” (1971).

Question 5
AICPA, Statement on Auditing Procedure No. 38, “Unaudited
Financial Statements” (1967).
Carmichael, “An Engagement Letter for Unaudited State
ments,” The Journal of Accountancy (March 1971), pp.
69-70.
Carmichael and Hanley, “Audit Arrangements and Engage
ment Letters,” The Journal of Accountancy (June 1970),
pp. 70-71.
Chenok, “Clients’ Written Representations,” The Journal of
Accountancy (November 1967).
Meigs and Larsen, Principles of Auditing, 4th Ed. (1969),
pp. 77-81, 141, 185, 318-319, 387-388, 502-504, 528-530.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 351-352,
422-425, 430-432.
Willingham and Carmichael, Auditing Concepts and Methods
(1971), pp. 365-373.

Question 2

AICPA, “Code of Professional Ethics and Interpretive Opin
ions” (1969).
AICPA, Statement on Auditing Procedure No. 33, “Auditing
Standards and Procedures” (1963).
Bower, Schlosser, and Zlatkovich, Financial Information Sys
tems: Theory and Practice (1969).
Grinaker and Barr, Auditing: The Examination of Financial
Statements (1965).
Meigs and Larsen, Principles of Auditing, 4th Ed. (1969).
Silvoso and Bauer, Auditing, 2nd Ed. (1965).
Willingham and Carmichael, Auditing Concepts and Methods
(1971).

Question 6
AICPA, Statement on Auditing Procedure No. 33, “Auditing
Standards and Procedures” (1963).
AICPA, Statement on Auditing Procedure No. 49, “Reports
on Internal Control” (1971).
Carmichael, “Opinions on Internal Control,” The Journal of
Accountancy (December 1970).

Question 3

Bower, Schlosser, and Zlatkovich, Financial Information Sys
tems: Theory and Practice (1969), pp. 463-470.
Canadian Institute of Chartered Accountants, Computer Con
trol Guidelines, pp. 59-84.
Dickey, Accountants’ Cost Handbook, 2nd Ed. (1960), pp.
6.7-6.27.

Question 7
AICPA, Statement on Auditing Procedure No. 33, “Auditing
Standards and Procedures” (1963).
Arkin, Handbook of Sampling for Auditing and Accounting
(1963), pp. 1-18.
Davidson, Handbook of Modern Accounting (1970), pp.
8.26-8.27.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 1-2, 85-89,
463.

Question 4
Grinaker and Barr, Auditing: The Examination of Financial
Statements (1965), pp. 224-226, 329-330, 436-440.

Business Law
Question 1

Question 2

Anderson, Kumpf, and Kendrick, Business Law: Principles
and Cases, 5th Ed. (1971), pp. 879-918, 969-981.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), pp.
729-777, 1139-1145.
Uniform Partnership and Limited Partnership Acts.

AICPA, Statement on Auditing Procedure No. 38, “Unaudited
Financial Statements” (1967).
Holmes, Basic Auditing Principles, 3rd Ed. (1966), pp. 354372.
Johnson and Brasseaux, Readings in Auditing, 2nd Ed. (1965),
pp. 226-261.
Levy, Accountants’ Legal Responsibility (1954), pp. 9-52.
Stettler, Systems Based Independent Audits (1967), pp. 90-95.

Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 509-533,
748-760.
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Uniform Commercial Code, Sections 2-201(1), 2-201 ( 3 ) (a ),
2-206(1)(b), 2 -3 1 6(3)(a), 2-510(1).

Question 3
Anderson, Kumpf, and Kendrick, Business Law: Principles and
Cases, 5th Ed. (1971), pp. 1005-1013.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC Ed.
(1970), pp. 1030-1089.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), pp.
949-958.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 98-99.

Question 6
Lusk, et al., Business Law: Principles and Cases, 2nd UCC Ed.
(1970), pp. 973-987.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), pp.
1166-1179.
Uniform Commercial Code, Sections 2-319, 2-501(1).
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 767-782.

Question 4
Lusk, et al., Business Law: Principles and Cases, 2nd UCC Ed.
(1970), pp. 596-601, 604-605.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), pp.
819-823, 838-849, 866-874.
Thompson and Brady, Law in a Business Environment (1963),
pp. 657-658, 664-670.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 627-629,
644-645.

Question 7

Question 5

Question 8

Anderson, Kumpf, and Kendrick, Business Law: Principles and
Cases, 5th Ed. (1971), pp. 396-398, 408-415, 449-451, 457,
478-481.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC Ed.
(1970), pp. 127-129, 259-261,763-766, 780-782.
Robert, et al., Dillavou and Howard's Principles of Business
Law, 8th Ed. (1967), pp. 137-138, 248-250.

Robert, et al., Dillavou and Howard’s Principles of Business
Law, 8th Ed. (1967),pp. 591-604, 981-991.
Smith and Roberson, Business Law, UCC 2nd Ed. (1966), pp.
1000-1016, 1108, 1157-1165.
Uniform Commercial Code, Sections 9-104(f) & (j).
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 477-485,
681, 724-725.

Anderson, Kumpf, and Kendrick, Business Law: Principles and
Cases, 5th Ed. (1971), pp. 998-1002.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC Ed.
(1970), pp. 992-1004.
Robert, et al., Dillavou and Howard's Principles of Business
Law, 8th Ed. (1967), pp. 914-922.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 825-840.

Accounting Theory
Question 1

Question 4

AICPA, APB Accounting Principles, Vol. 2.
Griffin, Williams, and Larson, Advanced Accounting, Revised
Ed. (1971).
Meigs, Johnson, and Keller, Advanced Accounting (1966).
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968).
Welsch, Zlatkovich, and White, Intermediate Accounting, 3rd
Ed. (1972).

AICPA, Accounting Research Bulletin No. 43, Chapter 4,
“Inventory Pricing,” APB Accounting Principles, Vol. 2,
pp. 6013-6018.
Davidson, Handbook of Modern Accounting (1970), pp.
1.5-1.15, 14.7-14.11, 21.7-21.8, 38.5-38.31, 39.1-39.29.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd Ed.
(1972), pp. 186-212, 271-290, 620-638.
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968), pp. 77-82, 223-229, 251-256, 278-293.
Welsch, Zlatkovich, and White, Intermediate Accounting, 3rd
Ed. (1972), pp. 6-22, 312-327, 363-365, 641-646.

Question 2
Horngren, Accounting for Management Control: An Intro
duction, 2nd Ed. (1970).
Keller and Ferrara, Management Accounting for Profit Con
trol, 2nd Ed. (1966).
Matz and Curry, Cost Accounting, 5th Ed. (1972).
Shillinglaw, Cost Accounting: Analysis and Control, 3rd Ed.
(1972).

Question 5
AICPA, Accounting Principles Board Opinion No. 19, “Report
ing Changes in Financial Position” (1971).
Davidson, Handbook of Modern Accounting (1970), pp.
4.1-4.36.
Hendriksen, Accounting Theory, Revised Ed. (1970), pp. 237250.
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968), pp. 742-774.

Question 3
AICPA, Accounting Principles Board Opinion No. 12, “Om
nibus Opinion— 1967” (1967).
AICPA, Accounting Principles Board Opinion No. 21, “In
terest on Receivables and Payables” (1971).
Hendriksen, Accounting Theory, Revised Ed. (1970), pp. 299301.
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968), pp. 194-199.

Question 6
AICPA, Accounting Principles Board Opinion No. 18, “The
Equity Method of Accounting for Investments in Common
Stock” (1971).
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AICPA, Accounting Research Bulletin No. 43, Chapter 3A,
“Current Assets and Current Liabilities,” APB Accounting
Principles, Vol. 2, p. 6011.
Hawkins, Corporate Financial Reporting (1971), p. 455.
Hendriksen, Accounting Theory, Revised Ed. (1970), pp. 303305.
Meigs, Johnson, Keller, and Mosich, Intermediate Accounting,
2nd Ed. (1968), pp. 150-156, 666-681.

AICPA, Accounting Principles Board Opinion No. 17, “In
tangible Assets” (1970).
AICPA, Accounting Research Bulletin No. 51, “Consolidated
Financial Statements,” APB Accounting Principles, Vol. 2,
pp. 6091-6096.

Question 7

Davidson, Handbook of Modern Accounting (1970), pp. 32.132.47.
Griffin, Williams, and Larson, Advanced Accounting (1971),
pp. 209-226, 237-249, 287-295, 390-407.

AICPA, Accounting Principles Board Opinion No. 10, “Om
nibus Opinion— 1966” (1966).

Wixon, Kell, and Bedford, Accountants’ Handbook, 5th Ed.
(1970), pp. 23.1-23.54.
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Accounting Practice — Part I
Question 4

Question 1

AICPA, APB Accounting Principles, Volume Two.
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971).
Meigs, Johnson, and Keller, Advanced Accounting (1966).
Meigs, Johnson, K eller, and Mosich, Intermediate
Accounting, 2nd Ed. (1968).
Simons, Intermediate Accounting. Comp. Vol., 5th Ed.
(1972).
Simons and Karrenbrock, Advanced Accounting, Comp.
Vol., 4th Ed. (1968).
Welsch, Zlatkovich, and White, Intermediate Accounting,
3rd Ed. (1972).
Question 2

AICPA, Accounting Principles Board Opinion No. 19,
“Reporting Changes in Financial Position” (1971).
Simons, Intermediate Accounting. Comp. Vol., 5th Ed.
(1972), pp. 809-859.
Welsch, Zlatkovich, and White, Intermediate Accounting,
3rd Ed. (1972), pp. 991-1036.

A Standard Tax Service, the Internal Revenue Code and
Tax Regulations.
Question 5

Grawoig, Decision Mathematics (1967), pp. 54-71.
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971), pp. 501-513.
Hopeman, Systems Analysis and Operations Management
(1969), pp. 175-201.
McMillan and Gonzalez, Systems Analysis, A Computer
Approach to Decision Models, Rev. Ed., (1968), pp.
132-133, 143, 154, 313-329.
Meigs, Johnson, and Keller, Advanced Accounting, (1966),
p. 440.
Simons and Karrenbrock, Advanced Accounting, Comp.
Vol., 4th Ed. (1968), p.499.

Question 3

Question 6

AICPA, Accounting Principles Board Opinion No. 16,
“Business Combinations” (1970).
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971), pp. 213-220, 390-448.
Meigs, Johnson, and Keller, Advanced Accounting (1966),
pp.311-356.
Simons and Karrenbrock, Advanced Accounting, Comp.
Vol., 4th Ed. (1968), pp. 415-433.

Ferrara, “A Better Perspective on Capital Expenditure
D ecisions,” M anagem ent Adviser (SeptemberOctober 1971), pp. 48-54.
Matz and Curry, Cost Accounting, 5th Ed. (1972), pp.
405-420, 535-550, 703-717.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972), pp. 121-140, 308-311.

Accounting Practice — Part II
Question 1
A Standard Tax Service, the Internal Revenue Code and
Tax Regulations.
Question 2

N ational Com m ittee on Governmental Accounting,
Governmental Accounting, Auditing and Financial
Reporting (1968).
Griffin, Williams, and Larson, Advanced Accounting, Rev.

Ed. (1971), pp. 690-701.

Question 3

AICPA, Accounting Principles Board Opinion No. 5,
“Reporting of Leases in Financial Statements of
Lessee” (1964).
AICPA, Accounting Principles Board Opinion No. 20,
“Accounting Changes” (1971).
Meigs, Johnson, Keller, and Mosich, Intermediate
Accounting, 2nd Ed. (1968), pp. 186-191, 441-442,
706-741.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed.
(1972), pp. 977-995.
Welsch, Zlatkovich, and White, Intermediate Accounting,
3rd Ed. (1972), pp. 268-272, 490, 584-585, 747,
937-956.

Suggested References
Question 4

Welsch, Zlatkovich, and White, Intermediate Accounting,
3rd Ed. (1972), pp. 390-396.

AICPA, Accounting Research Bulletin No. 45, “Long-term
Construction-type Contracts” (1955).
AICPA, Industry Audit Guide, “Audits of Construction
Contractors” (1965), pp. 14-20, 66-68, 89-91.
Finney and Miller, Principles o f Accounting, Intermediate,
6th Ed. (1965), pp. 205-209.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed.
(1972), pp. 300-305.

Question 5
Horngren, Accounting for Management Control: An
Introduction, 2nd Ed. (1970), pp. 491-496.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972), pp. 76-89, 623-624.
Matz and Curry, Cost Accounting, 5th Ed. (1972), pp.
93-107,308-311.

Auditing

Question 1

AICPA, Statements on Responsibilities in Tax Practice
No. 1, “Signature of Preparer” (1964).
AICPA, Statements on Responsibilities in Tax Practice
No. 5, “Use of Estimates” (1969).
AICPA, Statements on Responsibilities in Tax Practice
No. 6, “Knowledge of Error: Return Preparation”
(1970).
Boutell, Auditing With the Computer (1965).
Davis, Auditing and EDP ( 1968).
Meigs, Larsen, and Meigs, Principles o f Auditing, 5th Ed.
(1973).
Porter, Auditing Electronic Systems (1967).
Stettler, Auditing Principles, 3rd Ed. (1970).

AICPA, “Code of Professional Ethics and Interpretative
Opinions” (1969).
AICPA, Statem ent on Auditing Standards No. 1,
“Codification of Auditing Standards and Procedures”
(1973).
Meigs, Larsen, and Meigs, Principles o f Auditing, 5th Ed.
(1973).
Stettler, Auditing Principles, 3rd Ed. (1970).
Question 2
AICPA, An Auditor’s Approach to Statistical Sampling,
Vol. 1, “An Introduction to Statistical Concepts and
Estimation of Dollar Values” (1967).
AICPA, An Auditor’s Approach to Statistical Sampling,
Vol. 3, “Stratified Random Sampling” (1968).
AICPA, An Auditor’s Approach to Statistical Sampling,
Vol. 4, “Discovery Sampling” (1968).
Cyert and Davidson, Statistical Sampling for Accounting
Information (1962).
Meigs, Larsen, and Meigs, Principles o f Auditing, 5th Ed.
(1973).
Neter and Wasserman, Fundamental Statistics for Business
and Economics, 3rd Ed. (1966).
Porter and Burton, Auditing: A Conceptual Approach
(1971).
Willingham and Carmichael, Auditing Concepts and
Methods (1971).

Question 4
Holmes and Overmyer, Auditing: Principles and
Procedures, 7th Ed. (1970), pp. 477-480.
Meigs, Larsen, and Meigs, Principles o f Auditing, 5th Ed.
(1973), pp. 369-371, 374-375.
Silvoso and Bauer, Auditing, 2nd Ed. (1965), pp. 223227.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 276-278.
Question 5
AICPA, Statement on Auditing Standards No. 1,
“Codification of Auditing Standards and Procedures”
(1973), pp. 55-68.
Cashin, Handbook for Auditors (1971), pp. 12.1-12.18.
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Intangible assets—4, 7, 23, 32, 56, 61, 65, 90, 91,
96,122

Employment—19, 83

Interim financial statements—94

Entity concept—24,29

Internal control— 12, 15, 45, 46, 48, 49, 78, 109,
112

Equity method—4,7,32,60,88,120
Ethics-17,78, 109

Interest on receivables and payables—7, 56, 105,
106,120

Exemptions— 1,31,69

Inventory
Economic order quantity—23
Estimation—7, 63,96
Fifo cost method—7,56
Lead time—7,68
Lifo cost method—7,56
Lower of cost or market—33
Order cycle—7
Safety stock—7
Turnover—7
Valuation—56

F
Finance—88
Flexible budgeting—40,88
Footnotes to financial statements— 12,45,50,51,
81
Foreign currency—56
Fund accounting
See Governmental accounting
Funds statement—7,56,64,88

J

G

Job-order system—56, 76

Goodwill, consolidated—4,23, 32,61,65,96
Governmental accounting—6,43,70, 120
Agency fund—6,70, 120
Capital projects—6, 70, 120
Encumbrances—44
Enterprise fund—6,70, 120
General fixed assets—6, 120
General fund—6,43,70, 120
General obligation bonds—6
Intragovernmental service—6, 120
Performance budget— 120
Special assessment—6, 70, 120
Special revenue fund—6, 120
Trust fund—6, 70

L
Lapping—12, 78
Lead time, inventory—7,68
Leases
By manufacturer or dealer—91,92
Taxes—40
In statements of lessee—9,72,96
In statements of lessor— 102
Legal liability of accountants—52,86,117
Liabilities, estimated—40, 63
Linear programming—6,68

I
Income determination—23,56
Income tax
See Taxes

M
Managerial accounting
See Cost accounting

Installment sales— 1, 102, 105, 106
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N

Ratio analysis—7,23,125

Notes—96,105,106,120

Real estate transactions, law— 116
Recognition of revenue—56

o

s

Observation of inventories— 12,13,45,78,81

Secured transactions— 19,54,55,83,85, 116

Obsolescence—24

Service department cost allocation—96

Operations research—6,68

Standard costing—33,40,56,68,88,96,120

Opinion
See Auditing

Statement of changes in financial position—7, 56, 64,
88
Statistical sampling— 12,38,45, 78,109,110, 111
Stock transactions—4,32,63, 65, 88

P

Stock warrants—63,96

Partnership
Capital—63
Goodwill—88
Income—36,37
Law—21,52,85,116
Taxes—101

Suretyship— 19,83, 118, 119

T

Pensions—56,88, 123

Taxes
Alimony—69
Annuity— 1
Bad debt write-off—2,67
Basis—1,69, 101
Capital gains and losses— 1, 8, 31, 40, 69, 97,
101
Casualty loss deduction—1,69,98
Change in accounting method—1
Charitable contributions—97
Child care deduction—98
Depreciation— 1,65,69,101
Dividends—7,31,97,101
Exemptions— 1,31,69
Gross income—67
Individual vs. corporate— 101
Installment sale— 1
Interest income—69,97
Investment credit— 101
Investments, equity method—120
Leaseholds—40
Medical expense deduction—1,69,97
Moving expense—97
Partnership—101
Passive income—7,69
Personal holding company concept—8
Recognized vs. unrecognized gain— 1,69, 101
Sale or exchange of capital assets— 1
SubchapterS—1,7,40,101
Taxable income—7,31,40,67,69,97,101

Percentage-of-completion method—40, 74
Personal financial statements—99
Piecemeal opinion—14,45
Pooling-of-interest method—7, 23, 41, 63, 90, 91,
96
Present value—9,63,93, 106, 120
Price level adjustment—23, 56, 88, 121
Process costing—9, 77, 88,96, 120
Product mix—6,40,99
Property—83,87,1 16
Purchase method—7,41,90,91,96

Qualified opinion— 12,45, 78, 81, 109
Quantitative techniques—6,23,56,68,99

R
Rate of return—7,63,68
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U
Tax allocation methods—2,89,99, 105
Trust—52

V
Valuation of assets—63,88
Unaudited statements—12,45,78,109
Variance analysis—40,56,68,88,96,120
Uniform Commercial Code— 19, 20, 21, 22, 53, 54,
83,116,118

w

Warranties—83,118
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